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EDITORIAL 


An eminent and esteemed friend of 
THE JOURNAL OF ACCOUNTANCY sug- 
gests that this would be an appropriate 
time to discuss the economics of vacation. We are not quite sure 
what this suggestion implies, for vacation is no time in which to 
consider so dry and exacting a subject as economics. Vacation is 
a time when one should close his office doog and leave on the other 
side of it all the cares, all the problems, all the weariness of the 
winter past, should go out into God’s sunlight and fresh air with a 
clean mind and a grateful heart and think of nothing more serious 
than green fairways, mountain streams and broad lakes and, best 
of all, the tug of a tiller, the strain of a main sheet, to the accom- 
paniment of a rippled sea and a good breeze full of salt. Vacation 
is no time for remembering the unfinished tasks, the disappoint- 
ments, the petty annoyances. It is the time when the soul of a 
man, if he be a man, will utterly rejoice, and he will fill his heart 
with gratitude and gladness, to gain strength which will carry 
him over the next period of work with his eye fixed constantly on 
the vacation that will follow. If the economics of vacation implies 
the saving of money during that gay period we will have none of 
it. 'Whocares what vacation costs? We may have to do without 
many of the things that we should like to have in the winter, but 
when the summer suns and seas and winds are around us we 
should not think about the value of money. Indeed, if we get 
far enough away from the marts of men money will not loom so 
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large. The further removed we are from trouble the smaller 
trouble appears, and if we get far enough away we shall not see it 
at all. Every one knows that for five years past the conduct of 
business has not been an unmixed joy. There have been many 
tragedies and much distress and thousands of shattered hopes— 
but what of them? Those of us who are still able to go out on 
some vacation—and most of us can manage it, whether we think 
so or not—have something to inspire us, something for which to be 
deeply grateful. When the breeze is crisp and the sails are full 
and the lee scuppers are awash, we can’t possibly remember that 
the stock market cost us the accumulated savings of years. It 
really doesn’t matter at all, while the wind is in our face. If we 
must define the economics of vacation, we should say that it is the 
ability to shut the door on business of every sort and to walk 
out where there is nothing but good fresh air and sunlight and 
the song of birds into the garden which is called vacation, but 
might better be called the land which looks forward, never 
backward. 


Last winter is now far enough behind us 
to permit a general review of its condi- 
tions and developments. Business as a whole is not our present 
concern. There have been innumerable surveys which indicate 
that there was a fairly well marked development in some of the 
most important branches of commercial activity. Some of the 
great industries improved. Others have not yet felt the effect of 
the upward movement. Accountancy, however, throughout the 
country seems to have experienced a considerable acceleration. 
The reports made by many of the large firms and by a greater 
number of small practitioners indicate that the winter of '34 and 
"35 was the best of the last three years. The requirements of the 
securities and exchange commission and some of the other govern- 
mental agencies have made demands upon a few firms, but they 
have not reached the firms or individual practitioners everywhere. 
Improvement, therefore, may be taken as an earnest of better busi- 
ness. Unfortunately it is true that in times of depression many 
men feel that they can carry on without the assistance of account- 
ants, although it is obvious that when business is poor and the 
margin of profit almost lost the need for accountants’ advice and 
supervision of records is greater than in times of prosperity. If, 
then, the volume of accounting practice during the past winter was 
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much greater than it had been recently it is surely an omen of im- 
provement. Countless business men are not yet able to see the 
effect upon their own affairs, but the business of the country must 
have advanced more than some of us realize. 


THE JOURNAL OF ACCOUNTANCY, in 
common with many other technical 
magazines, has looked with doubt and distrust upon most of the 
things that have been proposed since the beginning of 1933 under 
the generic name of the ‘‘new deal.’’ We have urged, in season 
and out of season, the unwisdom of attempting to set up a new 
order of society and to tear down, without substituting something 
better, the scheme of things upon which our republic was founded 
and upon which it has grown and prospered. We have felt—as 
we believe the majority of the voters of the country have felt— 
that there was nothing to be gained by a sudden subversion of all 
that had been done and an attempt to erect without foundation a 
building grotesque in conception and precarious in effect. Much 
of the intent underlying the ‘“‘new deal” has been said to have 
been dictated by a sincere desire to bring about a reign of peace 
and prosperity and public weal, but, whether that be true or not, 
the history of the world demonstrates conclusively that a lasting 
reform of civic structure is never brought about except by a slow 
process of evolution, each new departure made only after long 
consideration and the careful weighing of the advantages and 
disadvantages which would ensue from change. The “new deal” 
burst upon us without warning and without adequate preparation. 
We were told that all that had been was necessarily evil because it 
had been, and that many marvelous improvements in the status 
of humanity would take place immediately after the great 
reformation. For a time the prospect was full of danger, but 
gradually the good common-sense of the American people, which 
had been held back during a period of infinite patience, asserted 
itself, and one by one the theories of inexperienced and vain ad- 
visors were disregarded. The culmination of the process of 
repudiation took place on May 27th, when the supreme court of 
the United States in three far-reaching and unanimous decisions 
destroyed the national recovery administration, the attempt to 
assume dictatorial authority over government employees of the 
higher orders and the farm mortgage moratorium act. So sweep- 
ing was the judgment of the court that practically everything of 
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importance involved in the ‘‘new-deal”’ effort was threatened, if 
not wiped out. The agricultural adjustment administration 
seems to have in it many of the unconstitutional features which 
led to the overthrow of the N.R.A. Various pending bills which 
would have run counter to the American spirit, as expressed in the 
constitution, were affected and the members of congress were 
given warning that no longer could they play fast and loose 
with the government of the country. The legislative duties in- 
volve not only the enactment of laws where necessary but also 
intelligent consideration of the effect and validity of proposed 
measures. 


— Pe It is difficult to write upon this subject 
Aftermath without indulging in self-satisfied re- 
joicing. It is necessary, however, to 

remember that, while the temptation is great, the need for calm, 
dispassionate contemplation is greater. Probably few of us ever 
really thought, deep in our hearts, that all these strange things 
which were paraded before us would be accepted as part of the 
organic entity which we like to describe as American. But all of 
us were worried and anxious, and most of us as we read the papers 
of May 27th felt like Bunyan’s hero of Pilgrim’s Progress when 
the burden fell from his back. But that is not the whole story. 
The duty now before the country is more difficult than ever. We 
must rebuild the fences and put up again the broken walls. We 
have spent recklessly and sinfully money which we had not and 
have not in sight. Nationally, we are in a worse financial position 
than we were even after the extravagances of the great war. We 
hope that the administration will have learned that this is not the 
time for socialistic experimentation and that from this point 
onward there will be constructive effort to lift the country up out 
of the morass into which it has been thrown, to set it on its feet 
and to help it in every proper way to march forward like a man, 
not like a conglomeration of mechanical parts uncoérdinated and 
ineffective. To the whole profession of accountancy the return 
to sanity will be welcome. No one who is closely associated with 
the conduct of business, trade, industry, finance, can have es- 
caped the feeling of consternation at the attempted revolution. 
Now that we know that the highest court in the land has 
once more taken its place as the expression of the constitution, 
accountants will be better able to advise their clients and will 
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develop a sense of security which during two years has been 
absent. 


Interprofessional It has been reported that an effort is 
Amenities being made to bar from practice before 
any government tribunal everyone except members of the legal 
profession. This means that accountants would not be permitted 
to take tax cases to the board of tax appeals, the court of claims or 
any other agency of the government but would be obliged to 
employ lawyers. We have always felt that the ideal presentation 
of tax cases required both lawyer and accountant working to- 
gether, the lawyer dealing solely with the legal aspects of the case 
and the accountant explaining, as no lawyer could, the technical 
points involved. There are cases, however, in which it seems 
quite unnecessary to do more than to present the plain statistical 
facts in order to represent clearly the claims of taxpayers. The 
treasury department has evidently recognized this truth, and from 
the beginning accountants have played an important part in the 
appeals of taxpayers from unjust or excessive imposition of taxes. 
Probably the present effort is nothing more than an outcome of 
a desire of a few lawyers to strengthen an already too strong posi- 
tion in this country. We doubt the danger of the effort, and we 
are convinced that the reputable members of the bar would not 
support so evident an attempt to interfere with the just and proper 
practice of an allied profession. However, it is well to draw at- 
tention to attempts of this sort because in some of the states, where 
similar proposals have been made from time to time, there may 
be more peril to accountants and to their clients. It seems high 
time that accountants and lawyers cease to quarrel about spheres 
of action. 


We are all looking forward to the return 
of prosperity and really beginning to 
believe in it. It may, therefore, be 
appropriate to adopt the suggestion of one of our correspondents 
and refer briefly to a subject which has been discussed in these 
pages in the past and will be of peculiar significance in the im- 
mediate future. Every business has been confronted by dif- 
ficulty in financing its operations. Working capital has been 
reduced and in some cases entirely exhausted. The cost of 
refinancing is high, but even more obstructive is the difficulty of 
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obtaining even at high cost the requisite amount of financial 
assistance. During the depression there has been an almost uni- 
versal feeling that bills could not be paid, and, as a consequence, 
the terms of credit have been extended to an unreasonable degree. 
The old days when many concerns discounted their bills have 
gone, and the general sentiment of pessimism has been regarded 
as a sufficient excuse for withholding payment even when pay- 
ment could easily be made. We have become as a nation some- 
what addicted to the pauper’s plea. We shall pay some day, we 
say, but at present it is not convenient to do so. We want our 
money, which does not belong to us if it is owed to someone else, 
and someone to whom we owe the money is obliged to retard his 
own payments to his own creditors—and so the vicious circle 
runs. It seems to us that there is no possible excuse for a failure 
to pay what is due if the debtor has the money with which to pay. 
The moment an article of merchandise passes from the seller to 
the buyer a contractual obligation exists, and the failure to meet 
that obligation according to the terms of the contract is an inter- 
ference with the resumption of prosperity. If every man would 
pay his just bills the moment they are due the whole machinery 
of business would run smoothly. There is plenty of money for the 
payment of most bills. Occasionally there is valid excuse for 
delay, but of that we are not speaking. We refer entirely to the 
pernicious theory that no bill need be paid without compulsion by 
the courts. Therefore, there is much litigation, much diversion of 
just profits into the hands of lawyers whose services should not be 
required; and the men who are willing to pay and to increase 
their production are prevented by the evil system of prolonged 
credit. We confess that we can not see any great difference 
between the man who refuses to pay when he can and the man 
who is rated under the law as a thief. In both cases the culprit 
is keeping that which belongs to someone else. The old theory 
that the buyer was rendering a benefit to the seller has no founda- 
tion in fact. He who buys is in exactly the same category as he 
who sells. There is supposed to be an exchange of money for 
commodity and of commodity for money. If every business were 
conducted on what is known as a “cash basis,’’ there would be 
a much more rapid return to the days of prosperity. Credit is 
necessary, but the terms of credit must be observed and he 
who unnecessarily enforces an extension of credit beyond the 
contractual date is a public enemy. This is a true saying. 
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There has been a good deal of comment, 
particularly in recent years, on the 
subject of preparedness or unprepared- 
ness of candidates for accounting certificates and for admission to 
the Institute. Those who consider the results of examinations 
conducted by the professional societies of Great Britain and com- 
pare them with the results in American examinations are distressed 
to find that the percentage of success in this country is very much 
lower than it is in Great Britain and in the British dominions such 
as Canada, Australia and South Africa. This disparity of success 
is not fully understood by many of the commentators. There 
seems to be no valid reason why American young men and women 
should not be as proficient as their British cousins, and there has 
been some criticism of state boards of accountancy and of the 
Institute’s board of examiners for the comparatively low per- 
centage of success. The facts, however, deserve exposition so 
that misunderstanding may be removed. In most of the British 
countries the system of apprenticeship preparatory to examination 
prevails and the men who go up for the final examinations in 
those countries have almost always had practical experience in 
accountants’ offices for five years. During the time of their 
apprenticeship they have been instructed in classes approved 
by the respective societies and by their immediate superiors 
in the theory of accounts, and the nature of their work has 
given them a fair amount of practical experience in the appli- 
cation of accountancy. The great purpose in the mind of ap- 
prentices is to pass the examinations so that they may be qualified 
to engage in practice on their own account or as senior account- 
ants on the staff of older accounting firms. With this one goal in 
view they devote their attention almost exclusively to preparation 
and the obtaining of experience. 


Unpreparedness of 
Candidates 


Here in America the situation is quite 
different. There is no apprenticeship 
system and there probably never will be, 
because the principle underlying the system is repugnant to 
American ideals. Here the men and women who sit at the 
examinations are largely students of accounting schools and most 
of them have had no practical experience whatever. They may 
be well instructed in the theory of accounts, in auditing and 
commercial law, but when confronted by problems based upon the 
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actual experience of accountants they find themselves too often at 
a loss to understand what is expected of them. This is no reflec- 
tion upon the merit of most of the accounting schools of the 
country. It simply indicates that while theory is necessary, 
practice is equally important. There seems to be very little dif- 
ference in the ratio of success to failure in the various states of the 
union. This demonstrates clearly that there is a general weak- 
ness in the requirements for admission to examination. If the 
state laws would adopt a principle similar to that of the Institute 
and would permit only those who have had practical experience 
to take the examinations, the number of students passing would 
be much greater. We have heard of one state at least in which the 
young men and women who attempt to pass the examinations do 
so without much thought of success. They regard the examina- 
tion test as a part of their education and are not greatly dismayed 
when failure follows. In all the states there are many applicants 
for certification who think little of failure and attempt the exami- 
nations largely in the hope that they may succeed in passing two 
subjects and after repeated efforts may pass the third. 


It is unfortunately true, as everyone 
who has examined the papers of candi- 
dates knows, that many applicants have 
not a sufficient knowledge of the principles of English compo- 
sition and grammar to enable them to present an intelligent 
expression of their accounting knowledge. It is lamentable but 
true that far too many candidates display an ignorance which is 
appalling. Let us take, for example, one of the questions asked 
in the examinations of the American Institute of Accountants in 
May, 1935. These examinations were adopted by 27 states as 
the test of applicants for certification as certified public account- 
ants. This question occurred in the paper on commercial law. 


‘‘What is cumulative voting? For what purposes is it em- 
ployed? How does it accomplish its purposes?”’ 


Astonishing Lack of 
Education 


A satisfactory answer would be in substance as follows: 


“‘Cumulative voting is a method which may be permitted at 
the election of directors of a corporation. Under it each stock- 
holder is entitled to as many votes as shall equal the number of 
his shares multiplied by the number of directors to be elected, and 
he may cast all of such votes for a single director, or he may dis- 
tribute them among any two or more of the number for whom 
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votes are to be cast. The purpose is to enable minority stock- 
holders to obtain representation on the board of directors. It 
accomplishes this purpose because all of the minority votes cast 
for one director would assure his election.’’ (This should be il- 
lustrated by some simple example.) 


Now let us see what some of the candidates did with this ques- 
tion. A young man in the south wrote as follows: 


“Cumulative votting is where a groupe of person joined to- 
gether for a common purpose. Pass on and inact Laws that 
become a part of our Statuary provisions governing our actions 
and conduct. Such and United States Senate, congress, State 
Senate and state Ligisture. They cast the votes as a voice of all 
the people whom they represent. 

“‘It Saves considerable time and expense to vote in the Manner. 
The main purpose of cumulative voting is to secure the voice of 
most of the people at one time. 

‘“‘T am of the opinion that such procedure does accomplish its 
Purpose because the laws they inact become part of the laws that 
will inforse our actions as citizens.”’ 


Another man in the southern Mississippi valley replied as follows: 


‘“‘Cumulative Voting Power giving to holders of stock for elec- 
tion of officers each share or the holders of Block of shares are 
entitled to electing of officers. 

“To give the holders of shares Voice in the election of their 
friends stockholders and give them what they would be entitled 
to the holders of other stock have only the right to sign their 
name on a card issued by the Company they own stock in electing 
some one they never heard of. The holders have the right to 
elect officers they see fit.” 


From a western state come the two following answers: 


First: ‘‘(a) Cumulative voting is the vote of all of the out- 
standing shares of a corporation. 

‘“‘(b) The theoretical purpose is to acquire the vote of the entire 
group of shareholders. 

‘*(c) It’s purpose is accomplished by ‘proxies.’”’ 

Second: ‘‘Cumulative voting is a method of voting by which a 
minority stock-holder—even in the face of proxies—can be elected 
to a board of directors by casting the number of votes for himself 
in proportion to the stock he holds by voting all of that stock for 
him-self.”’ 

iin thi bien ines If we were inclined to deal humorously 
in Mirth with these essays of candidates it would 

be easy to find in the answers abundant 

cause for laughter, but at the moment we are less concerned with 
the foolishness of the answers than with the astonishing ignorance 
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of the candidates. We maintain that a man who knows no more 
about the language of his country than is displayed in the first of 
these replies has no business whatever to waste the time of state 
boards of accountancy. He is not fit to undertake the practice of 
a learned profession and he should not be allowed to sit at an 
examination until he can present evidence of better preparation. 
It is inconceivable that any student who has given serious thought 
to the nature and content of the examinations which he hopes to 
pass could offer an answer such as this one dealing with cumula- 
tive voting. In every examination there are evidences of similar 
ignorance, and a vast amount of time and attention is wasted 
upon the consideration of papers which have no right to be pre- 
sented at all. Many of the state laws are so liberal in their 
preliminary requirements that almost any one who can read and 
write may make application and be given permission to take 
examinations. Furthermore there are many candidates who do 
not come from accounting schools but have had some little 
experience in bookkeeping and feel that they are qualified to 
undertake the practice of accountancy. They are soon unde- 
ceived by the results of examination and many of them are much 
embittered because of failure. If the preliminary requirements 
were sufficiently rigid these men would be spared the humiliation 
of demonstrating their utter inability to meet the requirements. 
Insufficient preparation and inadequate general knowledge are the 
principal reasons for the low percentage of success in all account- 
ing examinations in the United States. We shall not have to 
adopt the apprenticeship system, but a radical change in the 
extent of prerequisites would do much to relieve a situation which 
does not reflect credit upon the candidates and does not stimulate 
sufficient attention to the duty of making ready for what one 
hopes will be his life work. 


One of the chief ambitions of a kind of 
accountant seems to be to do illegal 
things legally or, in other words, to keep 
just within the law. Such men seem to think that it is very 
clever to obey the letter of the law and to ignore the spirit of it. 
We have been told that there is an accountant, so-called, in the 
city of New York, who believes that he has discovered a way in 
which to obey the rules of conduct laid down by the American 
Institute of Accountants and at the same time to do those things 
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which the rules forbid. (It is a pleasure to explain that this man 
is not a member of the Institute.) However, he is filled with a 
desire to comply with the letter of the law. He would not enter a 
business office and solicit accounting work. He would not write 
a letter of solicitation. The ringing of door bells is abhorrent to 
him. He is rife with apparent righteousness. But he needs 
employment, and so he has devised a scheme which he thinks 
meets all the requirements of the case. He studies the habits of 
his prospective victim, learns the hours of lunch and place of 
eating, and then some day when the victim is all unsuspicious this 
ethical accountant meets him outside the door as he is going to 
lunch. By one of those familiar expedients beloved of pan- 
handlers, he joins himself to the victim, discusses the weather, 
walks along toward the luncheon place and then—if he has not 
already been thrown into the gutter—he insists upon taking the 
victim to lunch. Of course, if the victim is willing to be the host, 
so much the better. During the course of the meal our ethical 
friend finds occasion to discuss audits, to quote prices and in every 
way impress upon the victim the peculiar abilities and the tran- 
scendent advantages to be obtained by his employment. It will 
be observed that he has not called at an office, he has not written a 
soliciting letter; ergo, he feels entirely within the law. This story 
seems to be on all fours with one told about a great leader of 
American business. He would not tell a lie. When an undesired 
caller was announced this captain of industry would quickly step 
across the threshold of his office door into a hall at the back and 
then announce to his secretary that he was out. Having made 
this statement he would feel perfectly free to return to his office 
and be “‘in”’ if any one else called. But he never told a lie. 


The annual meeting of the American 
Institute of Accountants is to be held 
in Boston, Massachusetts, in the third 
week of October. The Institute in its present form has never met 
in annual convention in New England. Its predecessor, the 
American Association of Public Accountants, met in Boston in 
1913. The Institute which was founded to succeed the older 
association in 1916 has met in the west and the south and the east, 
and it is eminently appropriate that it should return this year to 
Massachusetts. Great arrangements are being made for the 
entertainment of visitors. The tentative program which has 
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been prepared is most attractive. We urge all members of the 
Institute—and indeed all who are interested in accountancy 
whether members or not—to make arrangements now so that the 
third week of October may be free and they can attend as many 
sessions of the convention as possible. Announcements will be 
made in due course but it is not too early in this month of July 
to lay plans which will make attendance possible. 
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Idiosyncrasies of Accounting * 


By STANLEY G. H. FitcH 


The subject announced for this evening, ‘‘Idiosyncrasies of 
accounting,’’ was not of my own choosing. It was chosen for me 
by your president after I had accepted his cordial invitation to 
speak before the Providence chapter of the N. A. C. A. on a sub- 
ject to be announced later. Your president fulfilled his part of 
the arrangement by announcing the subject, but he failed to let 
me in on it until after your chapter’s otherwise very excellent 
program for the year 1934-5 was printed. 

Being of a cautious nature, one of my first moves was to consult 
the dictionary so as to define the scope and limitations of my 
subject. Here is what, to my surprise and consternation, I 
found: 

‘‘Idiosyncrasy—A peculiarity of constitution or temperament; 
a characteristic distinguishing an individual; eccentricity.” 

Analyzing that definition of idiosyncrasy, I questioned whether 
accounting had a constitution or a temperament, and whether 
accounting could be held to be an individual. I resolved all these 
questions in the negative and decided that the subject had been 
purposely framed so that my assignment would be impossible of 
fulfillment and that, after all, Mr. Over had chosen a delicate way 
of easing me out of the program to make way for some eminent 
headliner of greater drawing power than my humble self. 

Upon further reflection, however, I concluded that I wouldn’t 
let your president get away with anything like that, because some 
of my Boston chapter friends had seen your program and if they 
discovered later that the speaker had been changed it would be 
most embarrassing to me to try to explain my failure to show up. 

Looking at the matter calmly and dispassionately, it seemed to 
me that idiosyncrasies of accountants (not accounting) would 
make just as good a subject as the one that had been selected for 
me. It would even meet the specifications in Webster’s: Ac- 
countants are all individuals; each one has a constitution or tem- 
perament more or less peculiar; and some, without doubt, may be 
classed as eccentric. 

* An address before a joint meeting of Providence chapter of the National Association of Cost 


Accountants and the eo Island Society of Certified Public Accountants at Providence, 
Rhode Island, April 15, 1935 
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Having once been called upon to write a report for a client who 
subsequently criticized my inability to stick to my subject and 
bluntly told me I had tried to answer some questions he hadn't 
asked, I was finally inspired to draw upon this experience and 
write around the subject assigned, with the hope that my hearers 
would not be so caustic in their remarks as my client had been, 
even though I might fail, by verbiage and subterfuge, to distract 
their attention from the main theme supposed to be under dis- 
cussion. 


I 


During my experience of more than thirty years as an account- 
ant, most of which has been in the field of public practice, the 
idiosyncrasies of other accountants (I exclude consideration of any 
of my own which I unwittingly may possess) including cost 
accountants, public accountants and some not classifiable in 
polite language, have aroused in me emotions ranging from in- 
nocent enjoyment to aggravation and even desperation. In the 
discussions (sometimes arguments), that have ensued, my views no 
doubt seemed as peculiar to my antagonists as did theirs to me. 
As the years roll on, however, a better understanding of the 
methods and objects of cost accounting and of the principles 
underlying the presentation of financial statements in annual 
reports to stockholders, bankers and governmental authorities 
smooths the path of all accountants and tends to obliterate the 
idiosyncrasies in all except the few irrepressibles who will always 
be with us. 

To recall a few cases from my experience may, I hope, sustain 
the interest of my hearers, although in doing so I hope I may be 
pardoned for too frequent use of the first person, singular. If I 
am subject to criticism for this, my only answer is that I found it 
awkward if not impossible to tell the story in an impersonal way. 

In planning a cost-finding system, how are you going to satisfy 
a client who buys a plant and inventory of raw material at re- 
ceiver’s sale for 10 per cent. of their original cost, who refuses to 
charge off any depreciation on plant because he says it is already 
valued at too low a figure on his books, who wants to revalue the 
inventory at market to improve his current ratio for balance- 
sheet purposes, who insists that the material used be charged into 
production cost at the knockdown price he paid for it? Which of 
us is idiosyncratic? 
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Not long ago I presented certified financial statements to be 
submitted in an annual report to the stockholders. The comp- 
troller was a young man of great energy but limited experience 
and published the report without first showing me the proof. 
To my consternation I found that no reference was made in the 
printed statements to a contingent liability which appeared on the 
original balance-sheet. When I protested at the omission of a 
material statement the comptroller’s answer was that he con- 
sidered himself fortunate to be able to print all the figures—there 
wasn’t room on the printed page for the contingent liability. 

A certain manufacturer, hard pressed by his creditors who had 
insisted upon an audit of his accounts, delivered a scathing rebuke 
to me when I questioned his basis for valuing his inventory. 
Much of the inventory was two to three years old, obsolete and 
unsalable, but valued at cost plus interest at 6 per cent. per annum 
from date of purchase. The old gentleman refused to hear my 
mild protest that the value of merchandise did not, in my opinion, 
like good wine, increase with age. Shortly thereafter for obvious 
reasons the business folded up. 

In contrast to the foregoing experience I remember with keen 
appreciation the native shrewdness of a certain New Englander, 
who, on my first visit, kept me severely at arm’s length and ex- 
pressed considerable annoyance because my report included 
substantial liabilities omitted, perhaps unintentionally, from the 
books at the closing date. Nevertheless, being a broadminded 
man, he sent for me again at the end of the next fiscal year, but to 
my surprise said that the books would be ready within a week 
after the closing date, relatively earlier than the year before. He 
subsequently admitted when we had become good friends that he 
thought his plan for an early start and prompt finish might pre- 
clude any auditor’s adjustments, but his bookkeeper had gained in 
experience and there were no adjustments of any consequence to 
be made. 

The fear, sometimes felt by the layman and perhaps not 
founded on experience, that public accountants have been prone 
to unload too much system on a small enterprise is illustrated by 
the following case where I was fortunate enough to be able to 
dispel such fear from the mind of at least one man. After I had 
completed the examination of the accounts of a suburban school 
district and outlined a system under which current monthly 
expenditures could be readily compared with the appropriations, 
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the treasurer expressed surprise that the desired results could be 
obtained so simply, when he expected me to produce a so-called 
complicated system of accounts. 


II 


Whether or not the result of idiosyncrasies of accountants or 
others, accounting for plant values in the last ten years has under- 
gone at least two changes of heart. During the boom years when 
costs were advancing, plants were commonly written up to re- 
placement values or other higher levels, and the resulting ap- 
preciation was carried to capital surplus or perhaps capitalized. 
In some instances depreciation on the total appreciated value was 
charged against earnings; in others, the charge for depreciation on 
the appreciation in value (or on the amount written up) was 
deflected into capital surplus so that earnings might not be ad- 
versely affected. That procedure was based on the theory that 
the books and balance-sheets should show going values for plant, 
although it has been hinted that in some cases the write-ups were 
actuated by ulterior motives. 

When the depression arrived, sentiment regarding the basis for 
plant values suffered an about-face. Where plant values had 
previously been written up, they began to be written down; plants 
rendered idle by lack of business were wholly written off and cor- 
porate capital structures were likewise scaled down. While under 
this procedure, stockholders suffered a severe shrinkage in their 
equities, the accompanying reduction in depreciation charges 
against operations placed the corporations in a more favorable 
position than before, as to future earnings and dividends. The 
year 1933 saw the climax of what an officer of the New York stock 
exchange described as a mass movement in the restatement of 
corporate accounts. 

From the standpoint of some of our friends engaged in the 
practice of law, there appear to be many idiosyncrasies which we 
as accountants find it hard to reconcile with the legal concepts of a 
proper accounting presentation. Why, asked a lawyer, if surplus 
is represented by cash and other assets, do you show surplus on 
the liability side of the balance-sheet? To that question the 
answer was easy. 

In the days of the federal excess-profits tax ‘‘invested capital”’ 
was of vital concern, for upon it was based the amount of profit 
exempt from that tax. Many corporations restated their plant 
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accounts in order to increase the surplus by restoring excessive 
depreciation or fmaintenance charges made in accordance with the 
conservative ideas of accounting which were common before the 
war. In discussing this subject with a client’s counsel, he pointed 
out that the revenue law defined “invested capital’’ in substance 
as the sum of capital stock and surplus. ‘‘How then,” said he, 
‘“‘can you increase ‘invested capital’ by building up an asset 
account?’’ He grasped the situation promptly when it was 
explained that the amounts to be restored to plant values would 
necessarily also be restored to surplus. 

The legal and the accounting attitudes toward the treatment of 
treasury stock involve idiosyncrasies perhaps on both sides. It 
has been held that in certain circumstances treasury stock is 
neither a liability nor an asset. If that is so, what is it? And 
where does it fit in the balance-sheet? It is important to remem- 
ber that the various state laws relating to the rights of a corpo- 
ration to acquire its own stock and the effect of such acquisition 
upon surplus available for dividends should be given careful 
consideration. Furthermore the purpose for which the treasury 
stock has been acquired, i. e., for resale or for retirement, should 
be carefully weighed. The proper treatment of the treasury 
stock on the balance-sheet, as an asset or as a deduction from 
capital stock, from surplus, or from the total of capital stock and 
surplus, should then be readily determined. 


Ill 


If accountants are subject to idiosyncrasies in their professional 
work, what can we say of our federal tax-law makers who set out 
every few years to simplify the federal revenue acts and each time 
enact a law in many respects still more complicated and difficult of 
interpretation and administration? 

Consider the revenue act of 1934 and some of its provisions for 
determining taxable income, which from an accounting point of 
view are unique. That act provides that gains and losses from 
sale or exchange of ‘‘capital assets’’ by a taxpayer, other than a 
corporation, shall be taken into account on a percentage basis ac- 
cording to the length of time he has held the property, as follows: 

(a) 100 per cent. if the capital asset has been held for not more 

than one year. 

(b) 80 per cent. for more than one year, but not more than two 

years. 
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(c) 60 per cent. for more than two years, but not more than five 

years. 

(d) 40 per cent. for more than five years, but not more than 

10 years. 

(e) 30 per cent. for more than 10 years. 

Thus it is quite evident that this provision is intended to limit the 
deductible losses on sales of assets acquired during years of high 
prices, although, during the years of the bull market, profits on 
similar transactions were taxable in full. 

Further than that we have the capital-loss limitation, which 
provides that ‘‘losses from sale or exchange of capital assets shall 
be allowed only to the extent of $2,000 plus the gains from such 
sales or exchanges.’’ In other words, if the computed capital 
losses amount to $20,000 and the computed capital gains to 
$4,000 or a net computed capital loss of $16,000, only $2,000 
of such loss may be taken in the taxpayer’s tax return and 
he is deprived of any tax benefit in any year from the loss of 
$14,000. 

In the case of corporations, the graduated percentage of reduc- 
tion of capital gains and losses does not apply, but the loss limita- 
tion from sale of capital assets ($2,000) does apply to corporations. 
On the other hand, loss on the abandonment of a capital asset is 
deductible in full. Therefore a corporation may find itself in the 
incongruous position where the saving in tax by abandonment of 
property may exceed the amount which might be received if the 
asset were sold. 

While the federal revenue acts have contained many features 
that did not square with sound and accepted accounting practice, 
every act since 1917 granted to affiliated groups of corporations 
the option of filing consolidated returns, in line with the practice 
of such groups of corporations in reporting to stockholders on a 
consolidated basis, inter-company transactions being eliminated 
and the net consolidated profit or loss of the group being regarded 
as an equitable basis for taxation. The act of 1934 denies the 
privilege of a consolidated return to all corporations except. rail- 
roads and has caught individual corporations with taxable income 
for 1934 while others in the same group reported net losses, hither- 
to offset in consolidated returns. In due time, unless the con- 
solidated feature is restored to the revenue act, for which there is 
now strong sentiment, it may be expected that by rearrangement 
of corporate relationships, taxable income on the aggregate of 
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individual returns will approach the result attainable on a con- 
solidated basis. 

Following the enactment of the 1934 revenue act, and as a com- 
promise measure to reduce if possible the allowable deductions for 
depreciation, came treasury decision 4422, which placed upon the 
taxpayer the full burden of proof to show that depreciation 
claimed was reasonable, based upon the useful life of the assets. 
In computing the depreciation reserve in respect to any asset the 
requirement is that for each year the reserve shall include the 
greater of depreciation allowed (in the tax return) or allowable 
(even if that was not claimed in the return nor recorded on the 
books). Obviously a depreciation reserve so computed will not 
agree with either the depreciation reserve resulting from the 
treasury department’s own allowances for prior years or the 
reserve on the taxpayer’s books. 

While I have mentioned briefly a few of the provisions of the 
federal revenue act, which require special accounting consider- 
ation, and have implied that if accountants are subject to idiosyn- 
crasies, the lawmakers are a contributing cause, in my opinion the 
grand prize for idiosyncrasies in accounting should be awarded 
either to the postmaster general for his masterful treatment of the 
post-office deficit, whereby he was able to announce a profit for the 
last fiscal year, or to the chairman of the house committee on 
ways and means, who recently was reported to have “hailed” the 
results of the March tax collections which he alleged put the 
federal government into the “‘black”’ so that no new taxes will be 
necessary. We, as taxpayers, devoutly hope that both gentlemen 
are right. 


IV 


A brief review of the developments in cost accounting and 
public accounting during the past ten or fifteen years may be 
admitted as a related subject, but it is impossible to do more than 
to mention a few of the outstanding accomplishments. 

We have seen in the field of cost accounting the ever-increasing 
application of the principle of standard costs; the recommendation 
by trade and industrial associations of adoption of uniform 
methods of accounting by members; the intensive development of 
manufacturing and operating budgets; the active discussion by 
chapters of the N. A. C. A. of a wide range of subjects, varying 
from the mechanics of bookkeeping to management, marketing 
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and monetary problems, with speakers of national repute— 
industrialists, economists, governmental officers and professors 
from leading universities; and the publication of technical liter- 
ature on cost accounting subjects, well exemplified by the bulle- 
tins and year books of the N. A. C. A. 

Since the advent of the ‘“‘new deal”’ the toughest job undertaken 
by cost accountants was the attempt to define ‘‘cost”’ for the 
various codes under N. R. A. in the endeavor to prevent selling 
below cost. In the N. A. C. A. Bulletin of December 15, 1933, a 
special committee report deals exhaustively with ‘Essential 
elements of cost for uniform accounting under the N. R. A.,”’ and 
in NV. A. C. A. Bulletin of January 15, 1934, Eric A. Camman 
presented an analysis of ‘‘Selling-below-cost provisions in indus- 
trial codes.’’ It is not my purpose tonight to review those pub- 
lications but to emphasize the point that only a few of the codes 
attempted to define cost, owing to the inherent difficulty of word- 
ing a definition that would be generally applicable. 

Even if N. R. A. is granted a new lease of life by the congress, 
the desire to retain the selling-below-cost provisions in the codes 
seems to be waning. Nevertheless the time and effort that have 
been expended in undertaking to define ‘‘cost’’ have been well 
worth while in broadcasting the principles which underlie cost- 
finding for whatever purpose. 

Developments in recent years in public accounting practice 
have been characterized by close coéperation between the national 
and state societies and bankers, corporation accounting officers, 
New York stock exchange officers and federal authorities, espe- 
cially the securities and exchange commission. 

Recognizing the importance of a standardized procedure in the 
preparation of financial statements for credit purposes, the Amer- 
ican Institute of Accountants, at the request of the federal trade 
commission, in 1917, prepared a memorandum on procedure, 
which after approval by the commission, was accepted by the 
federal reserve board and published by the board in its bulletin in 
April, 1917, under the title ‘‘ Approved methods for the prepara- 
tion of balance-sheet statements.’’ The bulletin received wide 
recognition from accountants, bankers and borrowers as the 
minimum requirement for a balance-sheet audit. After nearly 
twelve years’ use a revision of the bulletin in some respects was 
deemed desirable and a committee of the American Institute of 
Accountants undertook that task. The revised bulletin was pub- 
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lished by the federal reserve board in May, 1929, under the title 
“Verification of financial statements.” 

Committees on coéperation with bankers appointed by a 
number of state societies and the American Institute of Account- 
ants have held joint meetings with committees on codéperation 
with accountants appointed by the Robert Morris Associates. 
By frank and open discussion, they have cleared up many ques- 
tions that had been raised regarding certified financial statements 
submitted by borrowers to their banks and reached a ground of 
mutual understanding on other matters that could have been 
attained in no other way. 

The movement for more illuminating and informative reports 
by corporations, which had been gaining momentum in recent 
years, resulted in 1933 in definite requirements by the New York 
stock exchange in respect to audited financial statements to be 
filed by listed corporations. In January, 1934, the American 
Institute of Accountants published under the title ‘Audits of 
corporate accounts’’ the correspondence, during a period of a year 
and a half, between the special committee of the Institute on 
codperation with stock exchanges and the committee on stock list 
of the New York stock exchange, wherein may be found a state- 
ment of certain important principles accepted as a basis for 
accounting by the reporting corporations and a form of account- 
ant’s report to accompany audited financial statements of such 
corporations, which carries the approval of the American Insti- 
tute, the New York stock exchange and the Controller’s Institute 
of America. The approved form of accountant’s or auditor’s 
report was widely adopted and appeared during the past year in 
the printed annual reports of many large corporations. 

Another highly interesting recent publication is the report of 
the committee on statistical reporting and uniform accounting for 
industry to the business advisory and planning council for the 
department of commerce, entitled ‘“‘Reports to stockholders.” 
Included in the committee’s report is a discussion of general 
principles, viz: nature of accounting statements, consistent ap- 
plication of principles, uniform accounting and reporting prac- 
tices and the need for conservatism. It then covers, in thorough 
fashion, the analysis of balance-sheet and income statements. 
Finally the report endorses the approved form of auditor’s cer- 
tificate previously mentioned. The research secretary who wrote 
the committee’s report was our friend Professor T. H. Sanders of 
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the Harvard business school, a past president of the Boston chap- 
ter and a past national president—and I don’t need to tell you he 
did a good job. 

In December, 1934, the securities and exchange commission 
released form 10, for permanent registration, under the act of 
1934, of securities temporarily registered upon national exchanges, 
with a book of instructions which have been received with general 
approval by accountants and business men. The securities and 
exchange commission asked and received the advice of a special 
committee of the American Institute and also of other account- 
ants. Here again our friend Professor Sanders comes into the 
picture, for he was largely responsible for writing those instruc- 
tions. Then came form A 2 with instructions, for the registration 
of new security issues of seasoned corporations under the act of 
1933. This followed closely the wording of form 10. It is, 
therefore, evident that real progress has been made in the direc- 
tion of uniformity and standardization of requirements by the 
securities and exchange commission. The obvious procedure is 
for listed corporations to shape their annual reports in advance to 
fit the essential requirements of form 10. 


V 


Your president suggested that I should include in my remarks 
some reference to the relationship between the cost accountant in 
private employ and the public accountant whose work embraces 
not only cost accounting but auditing and other phases of 
accounting as well. A discussion of this topic, thought he, no 
doubt would uncover many idiosyncrasies of both classes of 
accountants, but I have already touched upon that tender subject 
and there is little more that I can say. 

It is, however, unfortunately true that in years past there has 
existed to some extent an invisible barrier between the cost 
accountant in private employ and the accountant in public prac- 
tice, for which neither group is to blame. I am glad to say that it 
is gradually being broken down through better understanding of 
each other’s problems, fostered by such a meeting as this. For 
example: before I entered public accounting, I held a job as 
auditor of a manufacturing concern and my duties included those 
of cost accountant. In the course of time, a change in manage- 
ment occurred and the newly installed heads called in a firm of 
public accountants to overhaul the cost system, without first 
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trying to find out how good the system was or how much the then 
incumbent knew about it or the details of the business. Being 
human, I cherished some resentment against the intruders, 
although they were not personally to blame, but eventually I de- 
rived considerable satisfaction from their report, which gave 
credit for a reasonably good cost system where I, at least, thought 
credit was due. 

When the lure of public accounting drew me to that field, I 
resolved to try not to forget the viewpoint of the man inside on the 
job and to try to gain his coéperation in carrying on my work. 
Except in a very few cases, that codperation has always been 
given. 

Peculiar and mysterious attributes, not to mention idiosyn- 
crasies, have, by many people, been ascribed to public account- 
ants, prior to the dissipation of the invisible barrier. One of my 
early assignments was to take temporary charge of the accounting 
department of a corporation then in process of reorganization. 
When the time came for me to withdraw from that office, one of 
the men who had at first kept himself aloof said to me, ‘‘ You don’t 
seem like the accountants I had heard about; you have acted quite 
like a human being.” 

Quite the opposite was my experience with the maiden cashier 
of another client, who took mortal offence when asked for the first 
time, which proved to be also the last time, to produce the petty- 
cash fund to be counted. To her mind her financial integrity 
could not and should not be questioned because of her record of 
thirty years without the loss of a cent. The client was appealed 
to in vain; he could find plenty of public accountants anxious for 
work, but not another maiden cashier with a perfect record of 
thirty years behind her—and the petty-cash fund was never 
counted. 

In closing this rambling discourse I have a final question to put 
to your enterprising president. Perhaps he can tell me why, on 
the English form of balance-sheet statement, the assets are 
shown on the right and the liabilities on the left and why the 
American practice is the reverse. We have to admit that in 
England the profession of accountancy was established before it 
gained recognition in this country. But as we inherited many of 
our laws and customs from England, why did we change the assets 
from right to left and the liabilities from left to right on our 
balance-sheets? My conclusion is—the spirit of 1776. 


23 





Reserve for Contingencies 


By A. S. FEDDE 


Admittedly, one of the most important functions of accounts is 
that of indicating the differentiation between capital and income 
in the segregation and apportionment of charges and credits, so 
that income and accumulated balance of income may be correctly 
determined and stated. There appears to be room for more 
preciseness in the titles of reserves carried in the balance-sheet in 
order that their classification may be correctly interpreted. 

Absence of exactness may occasionally arise by reason of the 
naming of reserve accounts in directors’ resolutions, possibly 
without very definite understanding of the implications contained 
in the titles used. Statements, obviously, should be at least clear 
enough that a stockholder may have an opportunity to recognize 
the difference between equity or proprietorship accounts; those 
reserves which effect a reduction of stated asset values; and those 
providing for liabilities (again distinguished as between expected 
capital outlay and possible or expected outlay normally charge- 
able against income). 

The reserve account, which in many instances leaves the stock- 
holder absolutely in the dark as to its nature, is the frequently 
used ‘‘reserve for contingencies.”’ This title has been used upon 
occasion for a valuation reserve against book values to provide for 
the difference between cost and market of securities carried as 
investments; the title has been given to credits set up to provide 
for expense contingencies which appeared as possible charges, 
though not yet ascertained; and it has been used as a surplus 
reserve, thinly veiled under this caption apparently so that stock- 
holders should not view the amount as available undistributed 
surplus. 

In a report of a special committee on terminology published 
under the auspices of the American Institute of Accountants the 
following tentative definitions appear: 


‘Contingent reserve: An account with a credit balance set up by a 
charge to profit-and-loss or to surplus, representing a pro- 
vision out of profits for an uncertain future loss or expense.” 

“‘Reserve for contingencies: An amount set up out of apparent net 
worth to provide against any unforeseen loss or requirement. 
It is sometimes doubtful whether reserves set up for contin- 
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gencies should be treated as liabilities or as part of the surplus. 
If there are no definite reasons for expecting losses the reserve 
would seem to be part of the surplus.”’ 


The dictionary definition of ‘‘contingent”’ is: likely or liable but 
not certain to occur; fortuitous; possible, probable. ‘‘Contin- 
gency”’ means a possibility of happening. 

No investor nor even an accountant can tell from published 
accounts containing the term ‘reserve for contingencies’’, with- 
out explanatory notes, how to classify the reserves; and where the 
provision is made by a charge to income account he may be utterly 
misled. Here is a commonly used accounting term which, in its 
daily use, can not be distinguished as to what it means. It is 
neither fish, flesh nor good red herring, though sometimes reminis- 
cent of a mackerel. 

There seems to be a shadowy distinction between something 
that is contingent and a contingency. The latter seems, perhaps, 
a trifle more remote. Such a distinction, which may be purely 
imagination on my part, does not seem excusable in accounting 
terminology. 

It would seem reasonable that contingencies to be reserved for 
should have some connection with the business and be susceptible 
of some estimate. Such might be payments of damages in the 
event of adverse decisions in suits, alleged tax deficiencies or 
imminent losses from failure of customers or others to fulfill 
contracts. But, as it is most frequently used, the reserve for 
contingencies has no connection with any contingent expense and 
is in most cases a segregation of a portion of surplus. 

However, the title has an easy, mouth-filling, unctuous sound 
and is not likely to be discontinued, so it will probably avail us 
nothing to disapprove of it. We can nevertheless lay hold of it 
and say it shall be one thing or another, according to good ac- 
counting practice. I would, therefore, suggest that it should not 
be used as a valuation reserve, nor as a reserve for known expense 
possibilities, but solely as a reserve for unknown contingencies— 
that is, purely as a surplus reserve. And being for unknown 
contingencies, future ascertained costs or losses should not find 
therein an unmarked grave but be charged, if no specific provision 
therefor has been made, to current income account or in excep- 
tional cases to accumulated income, i. e., to earned surplus. 
The creation of the reserve should not be permitted to confuse the 
amount of current earnings but should be a transfer out of sur- 
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plus; and, when no longer desired or needed, either in whole or in 
part, it should be returned to surplus account. 

The question remains as to what shall be done to provide for 
costs or losses which are not yet determined but are a genuine 
possibility. That problem is easily met by the entry of a charge 
to current income and a credit to a reserve properly captioned to 
identify it with the specific purpose and related in amount to a 
reasonable estimate of the cost which, without such provision, 
would become properly chargeable to income account. If in such 
case the term ‘‘contingencies”’ is desired, perhaps as a matter of 
policy in order not to disclose the nature of the possible loss or 
costs to be provided for, let the account be designated “reserve 
for specific contingencies.” 


“é 
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Capital Surplus 


By R. R. THOMPSON 


The Canadian companies act, 1934, makes several references to 
capital surplus, but nowhere does it attempt to define it. The 
result has been, on the part of many, much studying of the author- 
ities, who, unfortunately, are almost as bad, and only make occa- 
sional attempts to define capital surplus, while they refer to it 
many times. Generally they content themselves with saying in 
different places that such and such a thing is or is not to be re- 
garded as capital surplus. It is the purpose of this article to 
examine the definitions that we have, to consider the various 
things which are regarded as capital surplus, and to attempt to 
draw therefrom a definition wide enough to embrace the best ideas 
and yet strict enough to keep us on sound ground, and so to avoid 
the wideness of the marsh. 

Let us first clearly understand what we are and are not dis- 
cussing. As Kester writes, the term ‘‘surplus’’ in its broadest 
sense represents the 


‘difference between the net worth of the business and the capital 
stock issues outstanding, i.e., the sums credited to the various 
capital stock accounts.” 


Most writers agree that when the words “revenue” or “‘capital’”’ 
are used to govern the word “‘surplus,” they indicate the origin 
of that surplus. Surplus may result from profits earned or made, 
or it may result from contributions or gifts. Hatfield in referring 
to the two different systems of classifying portions of the surplus, 
writes: 


“According to one they are given descriptive titles which 
relate to the purpose of their establishment; according to the other 
they are labeled in accordance with the source whence they were 
derived. Thus the sinking-fund reserve and reserve for exten- 
sions relate to the purpose, while donated surplus and capital 
surplus refer to the source.”’ 


Here, in the use of the word ‘‘source” he is referring to the trans- 
action. All profits must rise from the capital somehow, but dis- 
tinction must be made between surplus that arises out of a capital 
as distinct from a revenue transaction. 
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Now, we are not dealing with revenue surplus, which results 
from the accumulation of revenue profits. I believe that the fol- 
lowing definition of revenue profits combines and coérdinates the 
opinions of the most conservative authorities: 


“The net revenue profit or income of a business for a period is 
the surplus remaining from the earnings resulting from the regular 
operations of the business after providing for all known, paid and 
accrued, and probable costs, expenses and wastages, resulting 
from the regular operations of the business during that period. 
It will also include revenue by way of dividends or interest from 
investments outside the business.”’ 


When made, revenue profits can only be realized profits. By 
‘realized profits’’ I mean profits which are represented by cash 
or an obligation to pay cash at the present or a future date, or as 
Pixley puts it ‘‘profits tangible for the purpose of division.” 
Profits may have been realized at one time but later may have 
become invested in fixed assets. In that case they are certainly 
not available for distribution, except by way of stock-dividends. 
Some writers contend, with Finney, that ‘‘there is no profit with- 
out realization,’’ and all agree that unrealized profits must never 
in any circumstances be used as supposed justification for the pay- 
ment of a cash dividend. 

We are not dealing with capitalized surplus, which, as its name 
indicates, is surplus which has been capitalized. One could define 
it as follows: 


‘Capitalized surplus is surplus, no matter whether it resulted 
from capital or revenue transactions or from contributions, which 
has been appropriated, so that it forms part of the permanent 
capital investment of the concern and accordingly can not be dis- 
tributed by means of cash dividends or used for the purpose of 
writing off losses, except on a reduction of capital, as provided for 
under the company law concerned.” 


The most common method of capitalizing surplus is by the pay- 
ment of a stock-dividend. Also, it is evidently the intention of 
section 61 of the companies act to provide for the capitalization of 
surplus used for the redemption or purchase for cancellation of 
preferred shares. 

I think that those who wrote section 61 intend something, but 
that they only state part of their intention. Where preferred 
shares are redeemed by means of an appropriation of surplus, and 
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such redemption results in a profit, there are two items of surplus 
concerned :— 

(a) The net profits or surplus, which are represented by liquid 
assets available and are used for the redemption, and 

(b) The excess of the par value of the preferred shares over the 
figure at which they were redeemed. 

That is to say, if $100 preferred shares are repurchased at $90, 
then (a)=the $90 paid in cash, and (b)=the $10 capital profit. 

The fifth line from the end of sec. 61 contains the following 

words: 
“the surplus resulting from such redemption or purchase shall be 
designated as a capital surplus, which shall not be reduced or dis- 
tributed by the company except as provided in sections forty-nine 
to fifty-eight, both inclusive, of the act.” 

The words in italics indicate (b) only. The surplus appropri- 
ated (a) was in existence already. Yet (a) the surplus appro- 
priated for the redemption will replace the preferred stock 
redeemed in the balance-sheet, and to my mind should be regarded 
as capitalized, no matter whether such surplus originally arose 
out of capital or revenue transactions. It is probable that this is 
what they intended in the act, although they have not said so. 
I suggest the amendment of the last five lines of sec. 61, by the 
insertion of the words italicized in the following: 

‘And any surplus resulting from such redemption or purchase 
for cancellation at less than the par value of the shares together with 


the ascertained net profits of the company which had been set aside 
by the directors for the ‘g: of such redemption or of such pur- 






chase for cancellation, s designated as capitalized surplus, 
which shall not be reduced or distributed by the company except 
as provided in sections forty-nine to fifty-eight, both inclusive, of 
this act.”’ 

I think that sound accounting and finance require this to be 
done. The account to be credited could be entitled, “‘ Preferred 
shares redemption surplus: capitalized.’’ This item should be 
grouped with the common and preferred stock capital. 

As to the principal subject of discussion, capital surplus, may 
I quote from various authorities? Among the writers from Brit- 
ain, Dicksee refers to ‘‘profits on account of capital,” and else- 
where in reference to profits which do not arise out of the business 
of a company, writes: 

“Leaving upon one side the most usual source of profit of this 
description—viz, the sale of a portion of the company’s undertak- 
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ings . . . the most ordinary classes of profits to come under this 
heading would be premiums received on shares or debentures, or 
cash which has been paid up upon shares forfeited.” 

NoTtEeE.—Premiums on redeemable bonds and debentures are 
revenue items, being the exact counter-part of discount, which is 
really interest paid in advance. The practice now is to amortize 
the premium or the discount over the life of the bonds or deben- 
tures. 


Dickinson writes: 


“In setting forth the results it is imperative that extraordinary 
profits or losses not arising out of operations nor in the ordinary 
course of business, such, for instance, as those resulting from sales 
of portions of capital assets, should be either eliminated or stated 
separately.” 


Spicer and Pegler refer to “‘losses on capital assets occasioned by 
the abandonment of assets.’” They also discuss ‘‘the question as 


to whether capital profits are available for the payment of divi- 
dends’’ and refer to several cases. In Lubbock v. The British 
Bank of South America a profit of £205,000 had been made on the 
sale of a part of the undertaking of the company. It was held 


that: 


“the £205,000 was plainly profit on capital . . . for that sum was 
the surplus ascertained after the liabilities and capital were placed 
on one side of the account and the assets on the other. Under the 
articles of the company the directors were justified in carrying 
over the £205,000 to a profit-and-loss”’; 

and distributing it by way of cash dived, if permitted by the 
articles of association or by-laws of th mpany. 

In Foster v. The New Trinidad Lake Asphalte Coy. Lid., it was a 
case of the realized appreciation of an asset. The asset, a book 
debt, would ordinarily be regarded as a current asset, but in this 
case it had been taken over by the company from another con- 
cern, together with other assets, when the New Trinidad company 
was formed. Accordingly, this book debt did not come on the 
books of the company as a result of its ordinary business, but as a 
result of a capital transaction. The purchase consideration for 
these assets was a portion of the capital-contributions of the New 
Trinidad company: these assets formed part of the capital invest- 
ment of the company. This book debt, when taken over, was 
regarded as worthless, but subsequently it was collected in full, 
with interest accrued, realizing £26,258—16/—. The court held 
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that this was a ‘‘realized accretion to the estimated value of one 
item of the capital assets.’’ It was held that this profit was avail- 
able for dividend, if the company’s articles or by-laws permitted 
and if there had been a revaluation of the whole of the assets of the 
company and such surplus was not required to make good losses 
on other assets. Spicer and Pegler also point out that: 


“capital profit arising on a bona-fide revaluation of fixed assets 
can be utilized to write off a debit balance on the profit-and-loss 
account arising in prior periods, thus enabling dividends to be 
paid out of current profits. (Ammonia Soda Co. v. Chamberlain).” 


Smails, when dealing with the dividend fund of a limited com- 
pany, writes as follows regarding capital profits and losses: 


‘‘A capital profit for purposes of this discussion is a profit re- 
sulting from dealing in fixed assets. Mere appreciation in market 
value of fixed assets which are not for disposal does not give 
rise to any profit, and if brought on to the books should be cred- 
ited to surplus resulting from appraisal of fixed assets. A true 
capital profit can be said to result from the sale of a portion of the 
fixed assets at a price in excess of their net book valuation when 
the fixed assets remaining unsold are carried at figures not exceed- 
ing their realizable values. But the difficulty of ascertaining the 
realizable values of such assets as land, buildings, plant, etc., 
renders it inadvisable to regard the gain on disposal of an isolated 
portion of such assets asa profit. Rather, it should be credited to 
some form of non-distributable reserve. . . . 

‘‘A capital loss is either the converse of the profit discussed 
above, or is the result of the destruction of a fixed asset by ac- 
cident or act of nature. Such a loss constitutes an impairment 
of capital.” 


Ferguson and Crocombe write as follows: 


‘* A revenue surplus or earned surplus is built up by withholding 
from distribution a portion of the net profits derived from ordi- 
nary operation. Capital surplus does not have its source in op- 
erations. If shares are issued at a premium, the legal or stated 
capital is the par value and any excess of capital contribution 
above that amount constitutes a capital surplus. 

“If a trading or industrial concern sells a fixed asset at a profit, 
this profit is not derived from the ordinary operations, but from 
the disposal of a fixed or capital asset, and may be properly 
termed a capital surplus. As will be brought out later when dis- 
cussing shares without par value, the law in many cases permits a 
division of the amount obtained and only part thereof is set up in 
the accounts as a credit to capital stock, the balance of the amount 
received thus being separated and constituting a capital surplus. 
All amounts that constitute a capital surplus should be excluded 
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from the operating accounts, and would be better shown under 
their own titles and on the balance sheet would appear as capital 
surplus. There is no income tax on such amounts, since income 
tax is based on operating earnings, not on accretions to capital.” 


Behind all of this we can see the idea of a surplus which arises 
out of a capital transaction, and not out of a revenue transaction 
—that is to say, not out of one which will arise regularly in the 
ordinary course of carrying on the company’s business. 

Let us turn to the writings of American authorities. Here we 
find more definition. Finney in the 1927 edition of his Principles 
of Accounting divides the surplus of a corporation into two main 
sub-divisions. One is ‘‘surplus earned through operations,” by 
which he intends revenue profits as defined above. The other is: 


“Surplus arising from other sources, which may be further sub- 
divided as: 

“‘(a) Paid-in or contributed surplus, arising from premiums on 
stock, and donations from stockholders in the form of 
stock or assets. 

“‘(b) Surplus arising from extraneous transactions, such as 
sales of fixed assets. 

“‘ All surplus arising from other than operating sources may be 
credited to a single account called capital surplus; or separate ac- 
counts may be carried with the various items, such as premium 
on stock, donated surplus, special surplus from the sale of fixed 
assets, etc. But mere book entries writing up assets should not 
be credited to either surplus or capital surplus.”’ 


In another place he writes, 


‘profits on sales of buildings, equipment and securities owned 
are extraneous profits, unless the business regularly deals in these 
commodities.”’ 


He goes on to point out that losses on such transactions are ex- 


traneous losses. In his 1934 edition he divides the surplus into 
three sub-divisions: 


(a) Operating profits; 

(b) Paid-in surplus from premiums or from excess of paid-in 
over stated value of no-par stock, donations by stockholders 
or outsiders, profits from sale of fixed assets or donated 
stock; 

(c) Unrealized accretions in market values of assets. 


He points out that some accountants will describe (b) and (c) as 
capital surplus and that others will restrict the term “capital 
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surplus”’ to (b), describing (c) as ‘‘ reserves for unrealized profits”’ ; 
and again that some will describe (a) and (b) simply as “‘surplus,”’ 
describing (c) as ‘‘capital surplus.” Because of this confusion he 
retreats a little from his former position, recommending that 
items should be credited to separate accounts, not to “‘capital 
surplus’’ account. This last recommendation may be wise, but 
it does not help accountants, who have to group items under the 
heading ‘‘capital surplus’ for the Canadian companies act. It 
is interesting to note how the majority regard (b) as “capital 
surplus,” and I think that the majority of Canadian accountants 
will prefer that unrealized accretions be credited to ‘reserve for 
unrealized profits,’’ even though they can be regarded as a form of 
capital surplus. 

The following quotations are taken from Hatfield: 

‘The account credited is given the descriptive title Surplus 


from Donated Stock. This is incontrovertibly correct, although 
it may be that a less cumbersome term would serve in its place, 


such as Capital Surplus. . . . A Surplus is truly converted when 
the donation is received by the corporation and is not dependent 
upon a subsequent sale.’’ [Thisisan unrealized surplius}. ‘‘ Pre- 


miums received upon stocks of railroads is, according to the rules 
of the interstate commerce commission, not to be credited to 
income’’: [therefore it belongs to capital surplus.] ‘Since pre- 
mium on capital stock can not be classed as a profit ‘arising from 
the business’ it could not be paid as a dividend in states with this 
limitation ”’: [Here he refers to the fact that in a number of states 
dividends are limited by statute to ‘profits arising from the busi- 
ness.’ When writing of profits earned through the ordinary 
course of the business he excludes from them] ‘‘at times such un- 
usual gains as may have arisen through the sale of capital assets.”’ 
[He refers again to unrealized surplus not arising from the ordinary 
course of the business in the following]: ‘‘The accumulation of 
surplus may also come through a recognition of the appreciation 
of capital assets even where there has been no sale. If this is 
shown at all, accountants generally agree that it should not ap- 
pear among the current profits but must be put in some surplus 
account, perhaps with a distinctive title indicating its peculiar 
source.” 


Montgomery writes: 


‘“‘Accretions to capital arising from reappraisals, from sales of 
capitai assets, from gifts, from premiums on capital stock, etc., 
are known as capital surplus. . . . The excess of the book value 
of assets over liabilities and capital stock at the time of incorpora- 
tion is known as paid-in surplus. Subsequent contributions by 
stockholders, in cash or property, when additional capital stock is 


33 





The Journal of Accountancy 








not issued, are also a part of paid-in surplus. . . . There is no 
real distinction between capital surplus and paid-in surplus.” 


After discussing the possibility that plant or property accounts 
may have been excessively depreciated, and that apparent profits 
may arise as a result when a sale takes place, he recommends that 
when the capital assets disposed of are to be replaced, profits on 
such a sale should be transferred to special surplus or to replace- 
ment accounts and not be made available for cash dividends. 
Clearly, to me, excessive depreciation is an over-charge against 
revenue, and if indubitably discovered can properly be re-credited 
to revenue or earned surplus, but even so, as a rule, unless the 
amount at stake is negligible, it will be wiser to credit it to some 
replacement reserve. Montgomery concludes: 


“It may be said, therefore, that profits arising from sales of 
capital assets are capital or special surplus or earned surplus, de- 
pending on the disposition of the proceeds.”’ 


Kester, in dealing with the classification of surplus as to source, 
writes: 


‘‘Among the more common sources of capital surplus may be 
mentioned : 

‘“*1. Capital stock premiums arising from the sale of par value 
stock for more than par, no-par value stock for more than 
stated value, and resale of treasury stock for more than its 
purchase price. 

“*2. Stock and other donations. 

‘3. Stock assessments. 

“4. Purchase of own stocks below par or stated value. 

‘“*5. Conversion of one kind of stock for a lesser amount of an- 
other kind. 

‘6. In some states, forfeiture of stock subscriptions. 

“7. Writing up of value of capital assets. 

‘As the above items constitute the more usual credits to sur- 
plus, so transactions which are the opposite of items 1, 4, 5 and 7 
constitute the more usual debits to capital surplus. Other 
charges sometimes made directly to capital surplus (usually and 
better to earned surplus, however) are the extraordinary losses, 
such as fire loss.” 


Later he writes: 


“Donations of cash or other property by the shareholders or 
gifts from the outside, such as factory sites and other bonuses, 
sometimes given to induce enterprises to locate in certain places, 
constitute sources of capital surplus.” 
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He further states that: 


‘Capital surplus is of three kinds, according to its three chief 
sources, viz., paid-in, donated and re-appraisal. . . . In the op- 
eration of the business, capital surplus should ordinarily be lim- 
ited to the same uses as capital stock. . . . basically it is contrib- 
uted capital and will therefore be permanent. It should not be 
used for dividends, for such use was not contemplated when it 
was contributed.” 


It will be noted that Kester restricts the use of the term consider- 
ably, excluding profits from the sale of fixed assets; but later he 
writes: 

‘Earned surplus arising from capital profits—i.e., from the sale 


of capital assets—is also an ideal surplus for such use,” (writing 
off re-appraisal losses). 


Here he includes profit on the sale of a fixed asset as a capital 
profit. He also uses the term ‘‘earned surplus,” to mean surplus 
arising from realized profits. In another place he writes that the 
title ‘‘surplus—i.e., earned surplus should be used to denote 
profits available for dividends.” 


I respectfully submit that it is wrong to use the word ‘‘earned”’ 
to designate profits which are realized or “tangible for the pur- 
poses of division”’ (Pixley), as distinct from those which are not 
realized. The Canadian companies act requires us to show 
earned surplus distinct from capital surplus, and accordingly we 
must get at the exact meaning of the word ‘‘earned.”’ 

The word ‘‘earn”’ comes from a group of old Teutonic words, 
which mean labor itself, work in the fields for the harvest, the 
reaping of the harvest and the harvest itself. In all cases it deals 
with labor and operations, which result or ought to result in a 
reward. Meanings given by various standard dictionaries (Brit- 
ish and American) are as follows: 


To gain (especially money, wages, etc.) by work: to gain by 
labor or service: to obtain or deserve as the reward of labor: 
to gain by merit (to earn fame): to get as one’s deserts or due 
(to earn a reputation for honesty): to gain as a due return or 
profit (money well invested earns a good return: money hired 
out is worked by others who pay interest for its hire). 


In every case there is the idea of work of some kind, physical or 
mental, which obtains, or at least deserves, a reward—it earns a 
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reward. We can see, therefore, that it is quite wrong to use the 
word to designate profits or rewards which can be divided; be- 
cause frequently a laborer will earn a reward, which he does not 
receive, simply because for some reason it is not available for dis- 
tribution, or, as the majority of writers would put it, it is not ina 
realized form. The word has to do with laboring operations or 
work of some kind, which gains or ought to gaina reward. Nowa- 
days the work is done not only by men, but also by machinery and 
other assets. I submit that the phrase ‘‘earned profits” should 
never be applied to gifts or those profits of an unusual nature 
which do not result from the regular operations, but from wind- 
falls and other fortunate occurrences which may never occur 
again. It will be found that practically all of these unusual 
profits result from transactions in capital assets, capital liabilities, 
capital stock or substantially the entire assets of an undertaking. 
The word ‘“‘earned”’ must always be associated with labor of some 
kind ; it would be unwise for any of us to attempt to give it a mean- 
ing differing from that accepted by the standard dictionaries, to 
say nothing of many standard writers in accounting. I believe 
that the phrase ‘‘earned surplus” refers to any accumulation of 
balances of net operating profits. As Montgomery writes: 

‘Earned surplus should represent net income derived from the 
normal operations of a business.” 

Again, it would be wise to follow the majority of standard writ- 
ers in the use of the phrase ‘“‘capital profit’’ and, to regard the 
word ‘‘capital”’ as indicating the nature of the transaction that 
gave rise to the profit. Accordingly, capital profits will form the 
capital surplus. Kester’s broad definition of surplus was given at 
the commencement of this article. 

Accounting terminology, published by the American Institute of 
Accountants, contains the following definition: 

“Surplus, capital: Capital surplus comprises paid-in surplus, 
donated surplus and revaluation surplus—that is, surplus other 
then earned surplus; surplus not arising from profits of operation 
but from such sources as sale of capital stock at a premium, profit 
on dealings in a corporation’s own stock, donated stock, appraisal 
valuation and surplus shown by the accounts at organization.” 
It will be noted that profit resulting from the sale of a fixed or 
capital asset is not included. The report of a special committee 
on the definition of earned surplus, which was presented at the 
annual meeting of the American Institute of Accountants in 1930 
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was not adopted. One of the definitions given in this report in- 
cluded “profits from the disposition of any corporate asset” as 
earned surplus. Because of this evident disagreement we must 
turn elsewhere. Capital surplus certainly includes the items 
given in the definition above; but most authorities agree that it 
can also include profit from the sale of a fixed or capital asset. 
Saliers in Accountants’ Handbook takes the broad view as the 
following statement shows: 


‘Surplus in its common use, consists of the accumulated un- 
divided profits of the business. Sometimes, however, it is derived 
from sale of stock above par, from sale of capital assets or from a 
revaluation of assets, in which case it is capital surplus.”’ 

‘Capital surplus comprises all surplus not derived from ordi- 
nary operations and is classified as: 

‘1. Unusual or extraneous profits. 

‘‘2. Premium on sale of capital stock. 

‘*3. Forfeited payments on stock subscriptions. 

‘“‘4. Assessments on fully-paid stock. 

‘5. Amount by which redemption price of stock retired is less 

than par. 

‘6, Excess of value of tangible property over stock for which it 

is received in payment. 

‘7. Profit on sale of treasury stock repurchased for value. 

Items 2—7 constitute paid-in surplus.” 


Again he states that: 


“Capital surplus may arise from any of the following causes: 

“1. Sale of capital stock at a premium, 

“2. Gifts, 

‘3. Sales of capital assets at a profit, 

‘4. Increases in asset values through appraisals, 

‘“*5. Capital contributed by stockholders without issuance of 
additional stock. 

‘“*6. An excess of assets over liabilities and capital stock at time 
of incorporation of company. 

“The two last-named items are usually called paid-in surplus.” 


Finally, when dealing with the sale of capital assets he writes: 


“Credit excess of sale price of capital assets over their de- 
preciated value to a special reserve account or to capital surplus, 
rather than consider such amount as earnings. However, where 
the difference is relatively small it is generally carried to earned 
surplus.” 


With the last sentence few are apt to quarrel, because there he 
has in mind small items, which are too small to be of any im- 


37 








The Journal of Accountancy 








portance one way or the other and might cause troublesome ap- 
portionments and estimates to find out if there had been excessive 
depreciation. 

There is a consensus of opinion in favor of capital surplus as 
broadly defined by Saliers. Some would regard profit on the sale 
of fixed assets as a profit from operations, but the majority would 
regard it as an unusual profit, one from a capital transaction, and 
accordingly as contributing to ‘‘capital surplus.’’ Others again 
prefer not to countenance “unrealized capital profits,” and yet, 
cautious as one must be in dealing with such profits, they un- 
doubtedly occur: all agree that such profits should be credited to 
some reserve, named clearly to show its origin. Others make a 
distinction between profits and contributions, but they all con- 
tribute to surplus, and there is no essential difference between a 
profit resulting from the sale of a fixed asset and a gift of a land- 
site. However, under the Canadian companies act so-called 
‘distributable surplus’? must be shown separately, although in 
essence it is a capital surplus. 

I would make the following suggestions: 

(a) The word ‘‘realized”’ should be applied only to profits, 
when they have once been represented by cash or by an obliga- 
tion to pay cash at the present or a future date. 

(b) The word “earned” should be used only for profits from the 
regular operations of the business, or from money invested outside 
the business, using the definition given at the commencement of 
this article for net revenue profits: in other words “earned profits” 
and ‘‘revenue profits” will have the same meaning. 

(c) The term ‘‘distributable-surplus’”’ should be replaced by 
‘contributed or paid-in surplus,”’ because both earned and capital 
surplus are distributable in proper circumstances. 

(d) Capital surplus is built up by profits and contributions 
arising from capital transactions or happenings—that is to say 
transactions in the capital assets, capital liabilities, capital stock 
or funds of a concern—or a transaction concerning the sale or 
purchase of substantially an entire undertaking. Accordingly, 
it may arise from the following: 

(a) Profit on the sale, acquisition, revaluation of a capital or 

fixed asset. 

(b) Profit on the sale or acquisition of current assets in the sale 
or acquisition of substantially the entire assets of an under- 
taking. 
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(c) Profit on the redemption of a capital liability at less than its 
‘present net worth”’ to the borrower. 

(d) Profit on a transaction concerning the capital stock of a 
company. 

(e) A gift or payment of funds for capital purposes. 

The following may be helpful: 

Realized profits and contributions. 

(a) Sale of a factory building at more than its net depreciated 
book value, assuming that full or proper depreciation has 
been written off in the past. 

(b) Purchase of a business including outstanding book-debts 
or stocks of goods on hand, some of which are regarded as 
of little or no value: a capital profit arises if these latter are 
realized at a figure in excess of their purchase price. 

(c) Purchase by a company of its own bonds. For example: 








Capital liability on bonds (issued at discount). . . $100,000 
Discount unamortized as per last balance-sheet. $3,000 
Less 
Discount to be amortized out of revenue to 
es 0.0.4 5-0 650-350 664004b gees 200 
Discount unamortized at date of purchase. .... 2,800 
ny eee $97,200 
Cash purchase-price of bond................. 96,000 
COMO: 3 io has cc cacseeahaseedetees 1,200 








(d) (i) Redemption by purchase of a company’s own preferred 
stock at a price (say market) which, at the time, is less than 
the par value of the stock. 

(ii) Premiums on the issue of common or preferred shares. 
So-called ‘‘distributable-surplus’”’ is of the nature of such a 
premium, although it must be stated as a distinct item in 
the statement of surplus. 

(iii) Additional payments by stock or bond holders of one 
class for the privilege of changing their holdings into an- 
other class. 

(iv) Forfeiture of stock. In this case the profit equals the 
amount paid up on the shares, but it is not properly realized 
until the shares have been re-issued, because this may be at 
less than par, so that a portion of the profit will be sacri- 
ficed. Until the shares declared forfeited are re-issued the 
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profit should be credited to ‘forfeited shares suspense.”’ 
After the shares are re-issued and the profit is finally real- 
ized it should be credited to “‘ profit on forfeited shares.”’ 

(e) A pro-rata assessment agreed to by one or more classes of 
shareholders for the purposes of making good a loss of capital. 

Unrealized profits and contributions 

(a) (i) Donation of a capital asset, such as a factory site, by a 
municipality. It is assumed that any extra expenditure, 
incurred in complying with the conditions laid down before 
the transfer of the property can take place, will have been 
debited as part of the cost of acquisition and accordingly 
will have reduced the profit. The profit will be the excess 
of appraisal value over such costs. 

(ii) Purchase of the shares of a subsidiary company at a 
price less than their true value. 

(iii) Discovery of a hitherto unknown mineral deposit, en- 
hancing the value of land. 

(iv) Appreciation from the re-valuation of an asset. 

(b) Donation of a company’s own shares to trustees to be dis- 
posed of for the benefit of the company. When the shares 
are sold the adjusted profit becomes a realized profit. 

Losses of capital can result from revenue operations, capital 

transactions or in other ways; but capital losses as distinct from 
revenue losses result from capital transactions or happenings. 
If the word ‘‘loss’”’ be substituted for the word “profit” they can 
arise out of (a) or (b). In the case of (a) destruction of current 
assets in some disaster, such as a fire or an earthquake, could be 
regarded as a capital loss. The following are examples: 
Realized 
(a) (i) Loss on sale of fixed assets. 

(ii) Loss of assets by fire not covered by insurance. 

(iii) Loss of assets due to some convulsion of nature, such 

as an earthquake. 

(b) Loss on sale of substantially the entire undertaking. 

Unrealized 

(a) Loss on re-valuation of fixed assets, where proper depre- 
ciation has been provided for, as in the case of abandoned 
plants, or machinery and equipment installed for a special 
purpose which has not proved successful. 

Whatever may be the difficulties of differentiation between 

earned and capital surplus, we can not question the Canadian 
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government’s action in ordering them to be stated separately. 
There are many legal decisions which make the distinction and 
show that it is necessary. It is not always essential to make 
good capital losses before paying dividends out of revenue profits, 
although, as a rule, not to follow such a policy is highly unwise; 
but there is no question that capital profits must be used first in 
making good capital losses. After that, unrealized capital profits 
should be transferred to specially named reserves, although, if 
the profit has resulted from the acquisition of a fixed asset, such as 
a land-site, it may be used for a stock-dividend, but, of course, 
never as supposed justification for a cash dividend. As to realized 
capital profits, which are not required to make good losses or to 
build up reserves, if the company’s finances and its own charter 
and by-laws permit, they may be distributed by way of cash divi- 
dend. 

In conclusion, may I hope that out of the discussion now in 
progress, accountants of the English-speaking world will come to 
definite conclusions as to what these important terms really mean, 
and are going to mean to all of us. For this purpose I suggest 
that we keep strictly to the established meaning of words. We 
speak a common language, the words have established meanings, 
and accounting terms also should have common meanings for all 
of us, which should be in harmony with our common tongue. 

Quotations in this article have been made from the following, 
to all of whom I express indebtedness: Committee on terminology, 
American Institute of Accountants: Accounting Terminology. 
L. R. Dicksee: Auditing. Sir Arthur Lowes Dickinson: A ccount- 
ing, Practice & Procedure. H. A. Finney: Principles of Account- 
ing. H. R. Hatfield: Accounting, Its Principles & Problems. 
R. B. Kester: Advanced Accounting (vol. 2). R.H. Montgomery: 
Auditing, Theory & Practice. F. W. Pixley: Duties of Auditors. 
E. A. Saliers: Accountants’ Handbook. R.G.H.Smails: Auditing. 
Spicer & Pegler: Bookkeeping & Accounts; Practical Auditing. 
W. S. Ferguson and F. R. Crocombe: Limited Companies and 
their Accounts. 





Uniform Accounting for Hospitals 


By C. Rurus ROREM 


There are 6,500 hospitals in the United States—and nearly as 
many systems of hospital accounting. During the past two years 
a committee of the American Hospital Association has been at 
work to establish uniform definitions of hospital terms and a 
uniform classification of accounts. The committee completed a 
report in May of this year, which is available to hospital execu- 
tives, trustees and accountants at the headquarters of the asso- 
ciation in Chicago. The present article is intended to outline 
briefly the scope and purpose of the report of the committee, of 
which I was chairman. 

Hospital care costs money. In this respect, hospitals resemble 
private industry, and each hospital resembles all others. Sources 
of revenue vary greatly—likewise the proportionate amounts and 
sources of capital investment. But control of salaries, supplies 
and miscellaneous services involves methods not dissimilar to 
those employed in factories, mail order houses or schools. 
Consequently, the committee gave first attention to a uniform 
classification of expenses. 

As the basis for classifying operating expenses, the committee 
recommended the departmental organization of the hospital, with 
such categories as administration, dietary, housekeeping, medical 
and surgical service, etc. The classification, as set forth in ex- 
hibit ‘‘B”’’ resembles other accepted classifications known to hos- 
pital administrators. The committee, however, made a special 
effort to establish mutually exclusive categories of expenses, so 
that salaries and supplies could be charged to the various accounts 
uniformly, regardless of the size of the hospital. 

The classification of accounts and the manual are intended to 
serve the medium-sized hospital, with a bed capacity of approxi- 
mately 100. Larger institutions will need to expand the cate- 
gories to allow for extensive and complete departmentalization. 
Small institutions, on the other hand, will probably find it desir- 
able to combine some of the accounts. 

The committee was particularly concerned with the integrity of 
the class of accounts which is designated as “operating expenses”’ 
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and has to do with the provision of hospital care to patients. 
These accounts are not affected by the hospital’s financial struc- 
ture or the laws of the state in which the hospital operates. 
Hospital operating expenses include salaries, supplies, miscel- 
laneous services and depreciation of fixtures and equipment for 
hospital care. The term ‘‘non-operating”’ expense is applied to 
interest expense, depreciation on buildings and taxes. 

Administrators and accountants will ask immediately why 
these important items of cost were excluded from the operating 
expenses. The answer is that the committee had in mind the 
comparative use of expense data for different institutions, as well 
as the use of the accounts for internal administration. No 
member of the committee would argue that interest, depreciation 
and taxes are not ‘‘expenses”’ of hospital services. In fact, it has 
been the neglect of these items in hospital financial policy that has 
suggested the need for isolating them in the hospital accounts. 
Otherwise, they may be forgotten by the administrator, through 
failure to record them, or give rise to incomparable data through 
non-uniform methods of handling. 

Some hospitals have large debts. Others have none. The 
debts and lack of debts are often the result of good fortune or 
public policy, rather than business acumen or efficiency. Compara- 
tive data should be prepared with a uniform treatment of the item 
of interest. For one hospital to include an amount of ‘‘$1.50 per 
patient-day”’ as the interest paid on capital indebtedness may 
void any attempt to compare its operating efficiency with that of 
other institutions. 

To argue for inclusion of interest expense by those institutions 
which have no indebtedness would have raised the theoretical 
argument of “‘interest as a cost”’ as well as confused many super- 
intendents and hospital accountants in their bookkeeping pro- 
cedures. Moreover, there would still be the question in compara- 
tive data as to whether an interest “‘allowance”’ were too large or 
too small and whether it had been included or excluded. The 
committee felt that uniformity could be achieved by omission of 
interest from the ‘‘operating expense’’ and regularly classifying 
it as ‘‘non-operating expense.”’ In this way it can be identified 
and included as a separate item when desirable. 

The method of dealing with depreciation, that is, classifying it 
as ‘‘non-operating’’ expense, was also dictated by the need for 
uniformity in comparative data. Most hospital capital has been 
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provided on a non-profit basis, that is, through taxation or volun- 
tary contributions. Custom and confused thinking about hos- 
pital finance have led hospitals in the past to ignore the economic 
significance of capital investment. Some institutions have kept 
records of the estimated allowances for depreciation, but very few 
have established funds for the replacements of buildings, except 
when compelled to do so by the requirements of bond holders. 
Depreciation on buildings has been entirely excluded from the 
thinking of most hospital administrators and trustees and also 
from the accounting records of most hospitals. 

The suggestion that depreciation on buildings be classified as 
‘“‘non-operating expenses” is not a step backward. It is a step 
forward. In the past, depreciation on buildings has been almost 
uniformly omitted from hospital records, with a few exceptions 
which destroyed the comparability of data from different institu- 
tions. The recommended procedure will, it is hoped, encourage 
hospitals to keep records of building depreciation. Deprecia- 
tion represents the use of important economic values which are 
enjoyed currently, even though provided once and for all by tax- 
payers or contributors. Building depreciation is an item of hos- 
pitalexpense. There can be no argument on this point. But the 
committee recommended classifying it as ‘‘non-operating ex- 
pense.” 

Depreciation of fixtures and equipment has ordinarily been 
treated as ‘‘operating expense,” to be met through patients’ fees 
or other forms of current income. The word depreciation will 
seldom be found in hospital accounts; but the fact of depreciation 
is recognized by the custom of charging the costs of replacements 
of fixtures and equipment among the operating expenses. The 
committee recommends that regular allowances be made for the 
depreciation of fixtures and equipment and that purchases of new 
fixtures and equipment be capitalized. 

A word about taxes:—In all but three states “‘non-profit’’ hos- 
pitals are exempt from taxation even though earnings exceed 
taxation. Proprietary hospitals, on the other hand, must pay 
taxes even though they operate at aloss. In the interests of com- 
parability, it is recommended that taxes be separately classified 
among the non-operating expenses. 

The report includes a classification of balance-sheet items and a 
sample balance-sheet with three subdivisions: current funds, 
investment funds (endowments) and plant funds. In the past, 
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the hospital world has kept little record of the permanent assets, 
even though the capital investment of the average 100-bed hos- 
pital approximates half a million dollars. In a study of the capital 
investment in American hospitals, which exceeds three billion 
dollars, I have found many instances where plant and equipment 
valued at several million dollars were given no record in the 
double-entry accounts. The committee recommends that appro- 
priate records be kept of all assets, whether they be vegetables, 
corporation bonds or permanent buildings and whether received 
from taxes, gifts, bank loans or private investment. Intherecom- 
mendation of a hospital balance-sheet, this report may be said to 
break new ground in hospital accounting. 

The committee recognizes that present-day trends in hospital 
care have changed the hospital from a dormitory or hospice to a 
complex professional workshop. Consequently, the classification 
of income and expense accounts must be adapted to reflect this 
situation. There is no one unit of hospital service which ade- 
quately describes the varied activities of a hospital. In the wards 
or rooms, the patients receive service by the day, which includes 
bed, meals, general nursing and certain other services. In the 
operating room, x-ray department, pharmacy or clinic service is 
not rendered in terms of days but in terms of operations, films, 
treatments, prescriptions or visits. The committee recommends, 
therefore, that unit-costs be expressed in terms of the most signifi- 
cant unit of hospital service, rather than according to a single 
inclusive service. 

The foregoing recommendation means that less emphasis shall 
be placed upon the value cost-per-patient-day or, as it is variously 
called per-diem cost or per-capita cost. Cost-per-patient-day is 
the most widely discussed, most abused and least understood of all 
financial units of hospital activity. This cost-unit should be 
used with care and a realization of its limitations. Cost-per- 
patient-day, even when calculated on a uniform basis, is not an 
adequate index of hospital efficiency. Many factors, such as 
percentage of occupancy, local price and wage levels, amount and 
kind of capital investment, scope and complexity of professional 
services, are not under the control of the administrator. Within 
limits, cost-per-patient-day can be adapted to the needs of 
hospital administration, and the committee recommends the 
following rules which will make it possible for the results to be 
compared among hospitals and for different periods of time. 
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1. Use only operating expenses as the basis for comparative 
costs. Exclude all interest, building depreciation, taxes and ex- 
penses of non-hospital services. These excluded items are 
expenses but not for the purposes of calculating costs-per-patient- 
day for comparisons. 

2. Use only in-patient expenses as the basis for costs. Exclude 
the expenses of all services to out-patients or private ambulatory 
cases. 

3. Exclude the number of new-born-infant days from calcula- 
tions. This means that a somewhat higher unit cost would 
result than if infant-days were included on the same basis as 
adults and children. In the case of a hospital with a very active 
maternity service, the average cost-per-patient-day would be 
greatly affected by the inclusion or exclusion of infant-days. 
Some administrators may wish to calculate the cost-per-patient- 
day both with and without infant-days, but they should indicate 
clearly which method has been used in each case. 

4. So far as possible, the costs of ‘‘day-rate-service’’ should be 
determined separately from the costs of the other professional 
services. This recommendation is not to be considered manda- 
tory. 

The committee report contains six parts, which are not all of 
equal interest or importance to each administrator or accountant. 
Part I, the introductory statement, explains the scope and pur- 
pose of the committee’s activities. Part II includes some sug- 
gested sample financial summaries and statistical tables. Part 
III is the uniform classification of financial accounts. Part IV 
contains a list and definitions of hospital facilities and services. 
Part V deals with special problems of business procedure, such as 
the handling of cash, transactions with patients and cost analysis. 
The final section, part VI, gives a detailed list of hospital supplies 
and equipment with the expense accounts to which they are to be 
charged at time of use or replacement. 

The report is not perfect. It will not serve every purpose of 
hospital administration. Each administrator or accountant will 
find it necessary to adapt the manual to his particular needs. 
Uniform accounting and statistics, however, should enable an 
institution to express its individuality more effectively through 
making the description of its activities more intelligible. The 
following exhibits are included as parts of the committees report, 
pages 20-23 inclusive. 
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Exhibit “B” 
SUMMARY STATEMENT OF INCOME AND EXPENSE 
LocaL GENERAL HospPITAL 
Year ended December 31, 19— 


Net income from patients (exhibit C) 

Operating expenses: 
Administration 
Dietary 

Household and property 

Housekeeping $ 8,400 
Laundry 7,500 
Heat, light, power, water................ 11,100 
Maintenance and repair 4,350 
Motor service 2,800 
Depreciation of equipment. ............. 6,140 


Professional services 
Medical and surgical service $14,000 
Nursing service 15,220 
Medical records and library............. 2,100 
Social service 2,200 
X-ray service 2,400 
Laboratories 1,800 
Other special services 2,000 39,720 





EE Se ee Pe Ce Pe ene ey ee ee 
Excess of operating expenses over net income from patients... . 
Non-operating income: 


Net income from non-hospital service $ 650 
Individual contributions................ $ 1,400 


Community chest 3,650 5,050 
2,245 

2,730 

$10,675 


Non-operating expenses: 
Interest on short-term loans 
Interest on long-term loans 3,130 $ 3,410 





Excess of non-operating income over non-operating expense. . 
Net gain for year 


Exhibit “‘C” 
Net INCOME FROM PATIENTS 
LocaL GENERAL HOsPITAL 
For year ended December 31, 19— 


Gross earnings from hospital service 
Day rate service 
Special professional services: 
Operating room 
Delivery room 
X-ray service 
Laboratories 
Physiotherapy 
Other special services 


$109,810 


$116,610 
$ 6,800 














Uniform Accounting for Hospitals 








Deductions from gross earnings 





Ss in. cic ie piedaamane haw eaten $ 2,330 
ee I ss 6:5 sso + Korman ae Mileme sour 5,590 
Transfers to income from county (exhibit B)........ 2,730 
BI ET GO ok. 5 5.5 5 5 ok bbb cctcsvsccrsen 4,100 14,750 
Net income from patients (exhibit B)................0eeeeeeeee $109,810 
Exhibit ‘‘D”’ 


CostT-PER-PATIENT-DAY 
Total operating expenses for in-patient service (see exhibit “‘E"’).. $103,755 


a eer ee $26,508 

See Oe ee is iit i o.0. 50:0 00) ep teewas tantees 1,914 
Cost-per-patient-day (excluding infant days)..............06- $3.91 
Cost-per-patient-day (including infant days)................. 3.65 


Note.—The figures for cost-per-patient-day shown above include both the 
day-rate service, provided patients - the day or week, and the various special 
professional services received by in-patients, such as operating room, delivery 
room, x-ray, laboratory and physiotherapy. 


Exhibit ‘‘E”’ 
APPORTIONMENT OF OPERATING EXPENSES BETWEEN SERVICES TO IN-PATIENTS 
AND OUT-PATIENTS 
For year ended December 31, 193— 


In-patient Out-patient 





Account number and title Total service service 
General administration................$ 11,400 $10,730 $ 670 
IE Ere rrr ey rere 25,200 24,400 800 
SEL, cv ccvecsscosseeencsacuns 8,400 7,740 660 
RE NR os ware em desaneagio’ 7,500 6,400 1,100 
Flent, light, DOWGT, WREOE... ...6ccccsesee 11,100 10,200 900 
Maintenance and repair................ 4,350 3,900 450 
ook aca 044 5a 0 so bkenes 2,800 2,500 300 
Depreciation of equipment. ............. 6,140 5,200 940 
Medical and surgical service............ 14,000 12,380 620 
EE OFT RA Te 15,220 13,020 2,200 
Medical records and library............ 2,100 1,700 400 
EE, . O04 cetase bas cadurapeeed 2,200 1,600 600 
anak whe es as 6 bmlas bRmee eed 2,400 1,600 800 
I as ge ae begs See 1,800 1,200 600 
ee Ge GUEWEIES, s. 5.x orc cedewases 2,200 1,185 815 

WS ovine neinddnnsestaneaeeeaal $116,610 $103,755 $12,855 


Note.—The data for this exhibit do not appear in the double-entry records, 
It is a ‘work sheet,” prepared only when a statement of income and expense is 
presented; for example, quarterly or semi-annually. 
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“Value” as an Accounting Concept 


By ARTHUR C,. KELLEY 


The article by M. E. Peloubet (THE JOURNAL oF ACCOUNTANCY, 
March, 1935) dealing with the concept of value raises certain 
questions which are so fundamental and significant for accounting 
theory, that they merit further consideration. Mr. Peloubet 
maintains, in substance, that value is a subjective idea existing 
only in the mind, and accounting should not concern itself with 
subjective ideas but should be objective and confine itself to the 
historical record of material facts. He further contends that the 
idea held in some quarters of a balance-sheet as an ‘‘instantaneous 
photograph ”’ of a business enterprise at a particular point in time 
is ‘‘fundamentally false.” It is instead a ‘‘narrative covering 
the entire life of the enterprise from its inception to the date of 
the balance-sheet.’’ As one who holds to this “fundamentally 
false’’ view I wish to point out the logical necessity of this view 
and the erroneous character of the reasoning on which the other 
view is based. 

Before deciding whether value is an accounting concept, it is 
necessary to define the meaning of the term ‘‘value,’’ and here 
we run into great confusion because of the multiplicity of mean- 
ings which attach to the term. However, this variety of mean- 
ings need not alarm the accountant because he is concerned with 
values in terms of money. Therefore, although value is in 
essence subjective and exists in the mind, yet it can be and is 
measured by an external standard, namely, money of the realm. 
This fact simplifies the problem of the accountant immeasurably, 
since he can brush aside the multitude of meanings which attach 
to the term ‘‘value”’ and confine his thinking to the money value 
of the enterprise—and this is exactly what he does in actual 
practice. 

The reason why the pecuniary value of an enterprise is of para- 
mount importance in business is that we live in a private-profit- 
competitive economy where production is carried on for the 
market, which means that production is evaluated in the market 
in terms of money. Therefore, the money value or the market 
value must govern production, and if the money value in the 
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market of the product produced does not exceed the money cost 
of production and selling, the incentive to produce stops because 
there are no profits to be obtained, and the whole system becomes 
partly paralyzed in the periodical phenomenon of the depression 
or commercial crisis. 

In the final analysis, value consists of “ the aggregate properties 
of a thing by which it is rendered useful or desirable,”’ and from 
the point of view of the business man or producer, this means that 
the things owned by his business are of value only so far as they 
are of use or will render a service. Every asset of a business 
then is in essence ‘‘a storage of service”’ and the degree of service 
which can be rendered by each asset is valued in terms of money 
or, more precisely, in terms of the money which may be derived 
by exchanging the goods or services produced on the market. 
Is it not evident, then, that value is indeed an accounting concept, 
for surely when an accountant prepares a balance-sheet he must 
of necessity consider the power of the assets to render service? 
The approved principles of valuation used by accountants sup- 
port this view. Current assets are ordinarily shown on the bal- 
ance-sheet at the cost or market value, whichever is lower. This 
means that the accountant measures the serviceability (power to 
render or command services or goods) of each current asset in 
terms of the money value which the assets will yield. 

Now the problem of evaluating the fixed assets is much more 
difficult, because by their nature they will last for a much longer 
time, so that when one sets a value on a fixed asset one attempts 
to measure in terms of money the service which will be rendered 
by the asset in the future. Neither accountants, engineers, 
economists nor expert appraisers can foretell the future, so that 
all their valuations are nothing but guesses and have significance 
only for the time being, that is, for the date of the appraisal. 
The impossibility of predicting the future course of market prices, 
technological improvements, inventions, styles and other factors 
makes a correct valuation for the future of many fixed and in- 
tangible assets beyond human ability, no matter how many 
engineers and expert appraisers aid in the problem. In view 
of this impossibility the accountant falls back on the convenient 
and practical assumption that the value of the asset is equal to its 
money cost, less a deduction to provide for that proportion of its 
power to render service which has been used up. This is the 
only practicable assumption that can be used ordinarily, and the 


51 








The Journal of Accountancy 








accountant is wise to follow it. Any procedure of periodical 
appraisals of fixed assets to determine their value is futile, be- 
cause such appraisals are attempts to predict and measure in 
terms of money the future costs and market prices of the product 
which can not be done in this day of rapid technological change 
and fluctuating price levels. 

The balance-sheet is indeed similar to an instantaneous photo- 
graph of the business. The idea that it is an historical narrative 
is not tenable, because a narrative is a story which describes a 
continuity of happenings. Such a story would tell of the lean 
years and the fat years, of the disasters which overtook the enter- 
prise, the assets scrapped and thrown out and the profits distrib- 
uted to the owners, etc. As a matter of fact the balance-sheet 
tells nothing of the sort. All it tells is the present status of the 
enterprise, which naturally is the result of its growth from its 
inception, but it tells nothing of the happenings of its life nor how 
or when it arrived at its present position, except for those hap- 
penings which have left their scar or mark on the picture. A 
series of balance-sheets would present a narrative, but then they 
would be a series of instantaneous photographs. 

The balance-sheet is static and the picture it presents only 
holds true at a particular date, so far as human skill can draw a 
correct picture, and it does set a value upon the assets and the 
enterprise as of that date and in the light of all the known facts 
at that time. Subsequent to the date of the balance-sheet 
particular commodity prices or the general price level may fall, 
new machinery may be invented by competitors, consumers’ 
styles and habits may change—any one of which may so affect 
and reduce the power of the assets of the enterprise to render a 
service at a profit that the values thereof may shrink fearfully, and 
another balance-sheet must present a very different picture. 

However, both these balance-sheets would be correct pictures 
of the enterprise for the dates mentioned, according to the 
expert opinion of the accountant and in the light of all the factors 
known by the accountant at those times. Of course, tremendous 
errors in valuation will creep into a balance-sheet, caused by the 
accountant’s negligence or his ignorance of the facts and condi- 
tions or by the incompetence of the engineering advice on which 
he relies, but the chance of human error does not change the fact 
that value, the power to render or command a service, is one of 
the basic concepts of accounting. 
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By M. E. PELOUBET 

The views of the author of the foregoing article are not so differ- 
ent from those put forward in my article in the March JouRNAL 
as they would seem to be on first sight. It is clear that current 
assets are necessarily stated at something approaching current 
values, with a number of exceptions which are of greater impor- 
tance in some situations or types of enterprises than in others. 
When the problem of valuing fixed assets is reached, Mr. Kelley 
rightly says that the best test of real value is the useful and profit- 
able service which may be expected in the future from those 
assets, and he points out the difficulties of arriving at such a valua- 
tion. He then states that in view of these difficulties the account- 
ant must assume that the value of the asset is equal to its money 
cost less depreciation and that that is the ‘“‘value’’ at which fixed 
assets must be stated. I am in agreement with Mr. Kelley as 
to his procedure and I believe this was made clear in the previous 
article. 

I can not, however, agree that, after admitting that a genuine 
value is almost impossible of determination, we can then assume 
that cost and value are the same thing. It is difficult to read 
any other meaning into Mr. Kelley’s statements, and I think that 
to admit such an assumption puts us back where we started: that 
is, the accountant under that assumption is taking responsibility 
for a value which is represented by cost and can, in the practical 
working of business, be represented only by cost or by an esti- 
mated figure of which we can never be certain. 

As a rule, even an appraiser works on a basis of cost. It may 
be replacement cost or present-day cost as opposed to cost of a 
past period but his work is generally a correction of an old or 
inaccurate cost basis to an accurate cost based on given conditions 
atagiven time. He does not, I believe, often attempt to appraise 
or estimate future earning power. The objection to Mr. Kelley’s 
statement is not that his method or procedure is wrong, but that 
he confuses the concept of depreciated cost with what seems to 
me to be a vague and inexact concept of “value.” 

While it is perfectly proper to take responsibility for a statement 
covering depreciated cost, it would be incorrect to call this figure 
any sort of value and it would be highly dangerous to accept any 
responsibility for it as a value. 

Mr. Kelley seems to confuse inaccuracies in the preparation 
of a balance-sheet with the limitations of the basis on which it is 
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prepared. I would be the last to defend any accounts which did 
not correctly present a given situation at a given time on a given 
basis, but if these accounts did not present the situation on some 
other basis at the same time I would not say they were in error: 
I would merely say that that particular basis was not considered. 
I do not believe that anyone, even the appraiser, has prominently 
before him the idea of the “‘power to render or command a 
service’’ when he is endeavoring to arrive at a monetary repre- 
sentation of the various assets. 

Cost, present or past, and market price, neither of which are 
the same as value, are what would be in his mind. It is true, 
of course, that machinery must be able to be operated, and build- 
ings must be habitable if they are to be considered as assets at all, 
but this is generally so obvious that it is taken for granted and 
the writing off of obsolete machinery or uninhabitable buildings is 
hardly a valuation. 

Mr. Kelley does not believe that the balance-sheet is a narra- 
tive but considers it as an instantaneous picture of the business. 
It is true that as a narrative the balance-sheet is a condensed and 
synoptic one. It tells its story, perhaps, in the same way that 
the inscriptions on a few monuments of an ancient civilization 
may indicate some hundreds of years of history. It is, however 
condensed, a record of what has happened, particularly so far as 
fixed assets and surplus are concerned, and without periodical 
revaluation it can be little else. 

Mr. Kelley appears to feel that some strong props have been 
knocked out from under him and that he is tumbling into an 
abyss of uncertainty. In the hope of breaking his fall he grasps 
at the word “value.’”’ But no such thing is being done. The 
props which sustained him were apparent, not real. He will 
not fall into a gulf of uncertainty if he realizes that cost and in- 
vestment are the things to which to cling. The thing which is 
dangerous and uncertain is the very concept of value which he 
finds so hard to give up. 

Few accountants with any substantial practice would care to be 
responsible for valuations, and a study of accountants’ certificates 
will, I think, bear this out. But the refusal to assume liability 
for an impossible series of valuations does not impair the real 
worth of accounts accurately prepared on a clearly stated basis, 
if the reader of the accounts will agree to the assumptions on 
which they are stated. 
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TRIAL BOARD 


The council of the American Institute of Accountants, sitting as a trial board 
on April 8, 1935, received and considered complaints against two members of 
the Institute practising as a firm. The charges were based on alleged viola- 
tions of rules 8 and 11 of the rules of professional conduct. 

It was reported that one of the members against whom charges were made 
had submitted his resignation of membership. Inasmuch as the trial board 
could not consider a resignation the trial proceeded. The accused did not 
appear in defense. 

Upon motion it was resolved that the defendants be found not guilty of 
offenses against rule 8. It was unanimously resolved that they be found guilty 
of a violation of rule 11. 

It was resolved that the punishment imposed upon the defendants be an 
admonition to refrain from similar offenses in the future, such admonition to 
be accompanied by an expression of the hope that the resignation would be 
withdrawn, and that both the letter and spirit of rule 11 would be observed 
by these members in future. 

It was resolved that in the publication of the report of the trial in THe Jour- 
NAL OF ACCOUNTANCY the names of the accused be omitted. 
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AMERICAN INSTITUTE EXAMINATIONS 


[Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers 
of the board of examiners. They represent merely the opinions of the editor 
of the Students’ Department.] 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PAarrt I 
May 16, 1935, 1:30 P. M. to 6:30 P. M. 
Solve problem 1 or 2 and all other problems. 


No. 1 (30 points): 

The U. S. A. ney og a domestic soepeerin. purchased on January 1, 
1931, a 90% interest in the capital stock of X Company, Limited, an English 
corporation, for the sum of $550,000. The U. S. A. Company acquired a 
further 5% interest in X Company, Limited, on June 30, 1932, for $25,000. 

The following is a summary of the position of X Company, Limited, as 
shown by the reports of the local auditors: 

1931 1932 1933 
January 1 December 31 December 31 December 31 
Current assets £110,000 £115,000 £125,000 
Current liabilities: 


To U. S. A. Company 6,250 6,000 4,000 


4,000 ; 
(due in dollars)... . ($20,000) ($25,000) ($21,000) ($20,000) 


To others (due in 
sterling) £ 36,000 <£ 58,750 £ 69,000 £ 61,000 


£ 40,000 <£ 65,000 £ 75,000 £ 65,000 











Net current posi- 
i £ 60,000 <£ 45,000 £ 40,000 £ 60,000 








Fixed assets—less_re- 
£ 75,000 <£ 70,000 £ 65,000 £ 65,000 
20,000 20,000 20,000 20,000 
Net fixed position. . £ 55,000 <£ 50,000 £ 45,000 £ 45,000 
Total equity £115,000 <£ 95,000 £ 85,000 £105,000 


Capital stock £100,000 £100,000 £100,000 £100,000 























Earned surplus*: 
Balance, January ist <£ 15,000 £ 15,000 £ 5,000 £ 15,000 
Profit or loss for year 15,000 10,000 20,000 
Dividend paid June 
30th 5,000 


£ 5,000 £ 15,000 £ 5,000 














£ 95,000 £ 85,000 £105,000 








* Italics indicate red figures. 
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Note: 


Earned surplus, June 
30, 1932 


Exchange rates on 

balance-sheet dates 
Do. on June 30th 
Prepare: 

1. A columnar statement whereon the U. S. A. Company’s entries to its 
investment and surplus accounts are shown. Give full explanations on 
the statement. 

2. A statement of revenue surplus showing the ultimate profit or loss on 
exchange with proper explanation of how it came about. 

3. State briefly in what manner the exchange risks could have been averted. 


Solution: 

To prepare a statement showing the entries to the investment account and 
the surplus account of the U. S. A. Company, it will be necessary first to con- 
vert the underlying equity of the U. S. A. Company in the X Company, Lim- 
ited, from pounds to dollars. It will be noted that the net worth of X Com- 
pany, Limited, is made up of the amounts shown as the net current position 
and the net fixed position. The accepted principle of converting the net 
current assets at the rate of exchange as at the balance-sheet date, the net fixed 
assets at the rate prevailing at the time of the purchase of such assets, and the 
funded debt at the rate at the time such debt was incurred is used in this 
solution. The purchase date of the fixed assets, and the date the funded debt 
was incurred may be considered as January 1, 1931, when the U. S. A. Company 
acquired its controlling (90%) interest. 

The following statement (schedule 1) shows the conversion of the net current 
and net fixed assets of X Company, Limited, with the resulting increases or 
decreases, by periods, of the net worth expressed in dollars: 

Schedule 1 
Gain 
Pounds Rate Dollars _Loss* 
January 1, 1931: 
Net current position $300,000 
Net fixed position 275,000 





$575,000 
June 30, 1931: 
Dividend paid 25,000 





Difference $550,000 





December 31, 1931: 
Net current position $180,000 
Net fixed position 250,000 





$430,000 








The Journal of Accountancy 








June 30, 1932: (See note) 
Net current position 4 $170,000 
Net fixed position 5 237,500 


$407,500 


Decrease—loss for six months ended 
June 30, 1932 $ 22,500* 
December 31, 1932: 
Net current position £ 40,000 3.5 $140,000 
Net fixed position 5 225,000 


Total $365,000 


Decrease—loss for six months ended 
December 31, 1932 
December 31, 1933: 
Net current position 5 $300,000 
Net fixed position 5 225,000 





$525,000 





160,000 


$ 25,000* 


Note.—The problem gives no balance-sheet as at June 30, 1932, but inas- 
much as the loss to that date was exactly one-half of that for the entire year, it 
is assumed that as a result of the loss of 5,000 pounds, the net current and the 
net fixed positions were each 2,500 pounds lower than at January 1, 1932. 

Since the U. S. A. Company may be assumed to take up its profits or losses 
on this investment by converting the balance-sheets as above, and computing 
its share of the dollar gain or loss, its investment and surplus accounts would 
appear as follows: 

Schedule 2 


(1) A columnar statement whereon the U. S. A. Company’s entries to its 
investment and surplus accounts are shown. 


Investment in X 
Company, Limited Surplus 


ene 





a 


Debit Credit Debit Credit 
January 1, 1931: 
To record purchase of 90% in- 


June 30, 1931: 
To record receipt of dividend (90% 
of $25,000) 
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December 31, 1931: 
To record proportionate share of 
loss for year 1931 (90% of 
$108,000 $108,000 


June 30, 1932: 
To record purchase of 5% interest 
To record proportionate share of 


loss for six months (90% of 
20,250 20,250 


December 31, 1932: 
To record proportionate share of 


loss for six months (95% of 
$42,500) (Note) 40,375 40,375 


December 31, 1933: 


To record proportionate share of 
gain for year 1933 (95% of 
$152,000 
Balance 535,875 16,625 





Totals $727,000 $727,000 $168,625 $168,625 





Note.—On June 30, 1932, when the additional 5% interest was acquired, 
the exchange rate was 4, and it might be maintained that the 5% of net fixed 
assets so acquired should thereafter be converted at 4; however, this purchase 
is such a small part of the total investment that this possible refinement has 
been ignored, for simplicity, in conversion of balance-sheets and profits. 

(2) The net current position is the only section of the balance-sheets that is 
affected by the fluctuations in the rates of exchange. It will be seen that such 
position was stated at £60,000 on both the opening (January 1, 1931) and the 
closing (December 31, 1933) balance-sheets, and further, that the exchange 
rate on both of these dates was 5. While losses and gains arose through ex- 
change fluctuations within the three-year period, the net current position ex- 
pressed in dollars at both the opening and closing dates was (£60,000 times 5) 
$300,000, and the rate at the date of the one dividend payment was also 5, so 
that there was no ultimate profit or loss on exchange, excepting that caused by 
the purchase of the additional 5 per cent. interest at a lower rate. 

In showing the loss or gain by periods, it is necessary to determine a base 
against which to compute any fluctuation. The U. S. A. Company made its 
investment at a date when the exchange rate was 5. Had there been no ex- 
change fluctuations, its profit on this investment would have been 
equivalent to 90 per cent. of X’s profit in pounds, converted at the rate of 5. 
On this theory the following statement has been prepared, showing (1), the 
losses or gains of X Company, Limited, converted at 5; (2) the losses or gains 
upon conversion into dollars (schedule 1); (3) the difference, regarded as gain or 
loss on exchange, and (4) the proportionate interest therein of the U. S. A. 
Company. 
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Gain or loss* 





Holding 
Converted Gain or com- 
In at a rate Per loss* on  pany’s 
pounds of 5 schedule exchange portion 
December 31, 1931: 
Loss for year £15,000* $75,000* $120,000* $45,000* 
90% thereof $40,500* 
June 30, 1932: 
Loss for six months... 5,000*  25,000* 22,500* 2,500 
90% thereof 2,250 
December 31, 1932: 
Loss for six months... 5,000* 25,000* 42,500* 17,500* 
95% thereof 16,625* 
December 31, 1933: 
Gain for year 100,000 160,000 60,000 
95% thereof 57,000 





Totals £ 5,000* $ 25,000* $ 25,000* $ $ 2,125 





The ultimate gain on exchange is accounted for by the additional stock pur- 
chase of 5 per cent. on June 30, 1932; the £42,500 (assumed) of net current as- 
sets on hand at this date, when the rate is 4, are converted at 5 on December 31, 
1933, and the 5 per cent. interest in the resulting profit of $42,500.00 is $2,125.00. 
STATEMENT OF sURPLUs, U.S. A. CoMPANy, JANUARY 1, 1931, TO DECEMBER 

31, 1933 
Net operating loss: 

Losses: 

Year ended December 31, 1931 
Six months ended June 30, 1932 
Six months ended December 31, 1932 


Net operating loss $18,750 
Net exchange gain: 
Gains: 
Six months ended June 30, 1932 
Year ended December 31, 1933 


Total gains 
Losses: 
Year ended December 31, 1931 
Six months ended December 31, 1932 16,625 





Net gain on exchange, to be carried as reserve for 
exchange fluctuations 2,125 


Net deficit, December 31, 1933 $16,625 
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g 
ports the foregoing analysis of operating profit and exchange loss: 
' Total 
a dollar 
value 
\* Wot amnnte, Tommy 0, FOG8 «ooo occ teeiesiniaws $575,000 
Net agente, December 31, 1965... cn. ccccsccnscee 
We i Be 
Accounted for as follows: 
+ Purchase of 5% on June 30, 1932—5 % of $407,500 
Profit Goss *) for the portod.......ccccsccscccce $ 25,000* 
Applicable to original purchase, 90% of $25,000 
Applicable to later purchase, 5% of £15,000 
= (£5,000 of 1932 loss+£20,000, 1933 profit) 
NE sé heasas cdnsted4 waiegesend 
- Payment of dividends. ...............22e000ees 25,000* 
. Exchange profit—resulting from 5% interest in net 
. current assets of £42,500 acquired June 30, 1932, 
at 4 and converted at 5 on December 31, 1933: 
" SE IE HS «6 + nackecdesseceuesen 
{ 


I, CIR, 9 5 6 8.0 66:0 5k00 hee eee 












No. 2 (30 points): 





before closing the books, prepare a balance-sheet, 







ances other than permanent advances: 









Contracts payable, bond fund.............. 
Due stores fund from bond fund........... 


eee ee eee 








ee 


The following statement, which accounts for the change in the U. S. A. 
Company’s dollar interest in the X Company, Limited, during the period, sup- 









Parent’s 
interest 
$517,500 
498,750 





$ 18,750* 


$ 20,375 


22,500* 


3,750 
22,500* 


2,125 








(3) The exchange risks could have been averted by hedging, in the following 
manner: at the time of making its investment, the U. S. A. Company should 
have sold sterling short in an amount equal to its interest in the net current 
assets of the subsidiary, and this short position should have been adjusted to 
reflect subsequent changes in the net current position. 


Dr. 
Accounts receivable general fund........... $ 3,321.74 
Appropriation balances (unencumbered), gen- 

Gs 6 eee a kbs 040 0eeshbeaianss $ 
Assessments receivable. ..................- 72,621.70 
ESS EEO ee Oe 2,005 .60 
Bond fund balance (unencumbered)........ 

Bonds payable, general capital account...... 
Bonds authorized and unissued............. 8,000 .00 


$ 18,750* 


From the following municipal trial balance at the close of a fiscal year but 
roperly subdivided into 
funds, after giving effect to necessary entries of the general fund and the 
sinking fund as of the close of the year and to settlements of all inter-fund bal- 


Cr. 


1,117.09 


678.00 
250,000 .00 


1,227.60 
1,593.96 
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Dr. 

Fixed property $ 897,640.00 
Fixed property (income-producing, trust fund) 62,000 .00 
General fund cash 1,842.10 
Income account, sinking fund $ 
Interest account, special assessments 
Loan from general to stores and service fund. . 
Public benefit receivable (assessment fund). . 
Reserve for encumbrances, general fund .... 
Reserve for working capital 
Reserve for retirement of bonds 
Reserve for uncollectible taxes 
Sinking fund cash 
Sinking fund investments................. 
Sinking fund requirements 
Sinking fund surplus 
Special assessment bonds 
Special assessment fund cash 
Stores and service fund working capital (loan 

from general fund) 
Stores and service fund cash 
Stores inventory 
Surplus receipts, general fund 
Surplus, special assessment fund 
Surplus invested in fixed assets 
Taxes receivable, general fund............. 
Temporary loans, general fund 
Trust funds balance 
Trust fund cash 
Trust fund investments 
Vouchers payable, bond fund. 
Vouchers payable, general fund. 
Work in process, stores and service fund. . 





$1,311,566.40 $1,311,566.40 





Solution: 


The following adjustments are not required by the examiners and are pre- 
sented here for explanatory purposes only. 


Due stores fund from bond fund $1,227.60 
Bond fund cash $1,227.60 
To record the payment to stores fund. 


(2) 
Due stores fund from general fund............... $1,593.96 
General fund cash $1,593.96 
To record the payment to stores fund. 


Stores and service fund cash $2,821.56 
Due stores fund from other funds.......... $2,821.56 
To record the receipt of cash from bond and general 
fund, per entries (1) and (2). 
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(4) 
Appropriation balances (unencumbered)... .... ioe $1,117.09 
Surplus receipts 
Deficit—general fund 
Estimated revenues 
Due assessment fund for public benefits 
To close appropriation balances, surplus receipts, 
and estimated revenues to deficit account and to set 
up the amount due to the assessment fund for pub- 
lic benefits. 


Surplus, special assessment fund 
Interest account, special assessment 
To close the latter account. 


Income account, sinking fund 
Sinking fund requirements 
Sinking fund surplus 
To transfer the above accounts into a reserve for 
working capital account. 
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In the solution to problem 5 of part II of the examination set on November 
15, 1934, appearing on pages 223 and 224 of the March, 1935, issue of THE 
JouRNAL OF ACCOUNTANCY, it was assumed that the retiring partner, Bede, was 
not paid as of the close of business, December 31, 1932, and, hence, the capital 
of $51,467.95 represented the capital of both the partners. This assumption 
appears to be in error, and I offer the following: 


No. 5 (10 points): 

Adams and Bede commence in business in copartnership on January 1, 1930. 
Adams contributes $40,000 as capital and Bede $25,000. It is agreed that 
profits will be divided in the proportions of 34 to Adams and % to Bede and 
that 6% interest per annum will be credited on the original capitals. No 
interest is to be charged on drawings or credited on any excess of interest and 
profits over drawings. During the term of the partnership Adams’ drawings 
amount each year to $10,000 and Bede’s to $7,500. At the close of business on 
December 31, 1932, Bede retires from the firm and is paid from partnership 
funds the balance standing to the credit of his capital account. The net 
profits of the partnership were proportionate to the sales which for the three 
years ended December 31, 1932, respectively, amounted to $250,000, $200,000 
and $175,000. Adams will continue the business as a sole trader and at the 
commencement of business on January 1, 1933, prepares the following state- 
ment from the books: 


$ 10,203.16 
NS oa nia a ale ed kaocwa ccs 16,813.87 
Inventories 24,311.97 


Prepaid expenses 250.00 
Fixed assets 40,000 .00 


Goodwill 15,000 .00 
$106,579 .00 


Accounts payable $ 24,861.05 
Notes payable 15,000 .00 
Accrued liabilities 750.00 
Reserves: 
For bad debts 2,500.00 
Depreciation 12,000.00 


$ 55,111.05 
Capital 51,467.95 


$106,579.00 


Prepare a statement of the partners’ capital accounts for the three years 
ended December 31, 1932. 


Solution: 
The profits for the three years may be determined as follows: 


Capital (Adams) at January 1, 1933 $51,467.95 
Add—withdrawals by Adams at the rate of $10,000 per year for 
three years 


$81,467.95 





i a a ee 
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Deduct— 
Original capital contributed by Adams 


Interest on original capital for three years at 6% 
per annum 7,200.00 $47,200.00 





Profit (after interest) credited to Adams $34,267.95 


Profit (after interest) credited to Bede (50% of 
$34,267 .95) 17,133.97 


Total profit (after interest) for the three years $51,401.92 


The statement of the yearly profits, interest on original capitals, and the 
remaining profits follows: 
Profits Interest 
before _ on original Total 
Sales Fraction interest capitals profits 
$250,000.00 250/625 $20,560.77 $ 3,900.00 $24,460.77 
200,000.00 200/625 16,448.61 3,900.00 20,348.61 
175,000.00 175/625 14,392.54 3,900.00 18,292.54 





Totals.... $625,000.00 625/625 $51,401.92 $11,700.00 $63,101.92 





ADAMS AND BEDE 
Statement of pertners’ capital accounts for the period January 1, 1930, to 
December 31, 1932 s 
Adams Bede 
% % Total 
1930: 
Original contributions, January 1, 


$40,000.00 $25,000.00 $65,000.00 


2,400 .00 1,500.00 3,900.00 
Remaining profits for the year. . . 13,707.18 6,853.59 20,560.77 





$56,107.18 $33,353.59 $89,460.77 
Withdrawals during the year .... 10,000.00 7,500.00 17,500.00 





Balance, January 1, 1931 $46,107.18 $25,853.59 $71,960.77 


1931: 


Interest on original capital for the 
2,400 .00 1,500.00 3,900 .00 


10,965 .74 5,482.87 16,448.61 





$59,472.92 $32,836.46 $92,309.38 
Withdrawals during the year... . 10,000 .00 7,500.00 17,500.00 





Balance, January 1, 1932 $49,472.92 $25,336.46 $74,809.38 
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1932: 


Interest on original capitals for the 
$ 2,400.00 


Remaining profits for the year. . . 9,595.03 


$ 1,500.00 $ 3,900.00 
4,797.51 14,392.54 





Totals $61,467 .95 
Withdrawals during the year... . 10,000 .00 


$31,633.97 $93,101.92 
7,500.00 17,500.00 





Balance, December 31, 1932 $51,467.95 
Add: payment for goodwill (note) 


Amount paid to Bede 


$24,133.97 $75,601.92 


15,000 .00 


$39,133.97 





Balance, in Adams’ capital ac- 
count, January 1, 1933 $51,467.95 


Note.—It is assumed that $15,000 in cash was paid to Bede on December 


31, 1932, when he withdrew from the partnership. 
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CORPORATE PROFITS AS SHOWN BY AUDIT REPORTS, by W. A. 
Paton. No. 28 of the publications of the National Bureau of Economic 
Research, Inc., New York. Cloth, 151 pages. 1935. 


The subject of corporation profits is surpassed by few in general economic 
and social importance. Professor Paton,’s work on its statistical foundations 
is an exceptionally meritorious study that ploughs new ground and maintains 
the high standards set by previous publications of the National Bureau of 
Economic Research. 

The study is based on income statements and balance-sheets of about 700 
corporations for the years 1927 to 1929. The statements were prepared so as 
to disclose significant details, classified on a uniform basis, and the businesses 
analyzed were denoted under 54 separate industrial groups. The original 
data were compiled for the National Bureau by members of the American 
Institute of Accountants from audit reports, under procedure ensuring that any 
possible breach of professional confidence would be avoided. The publication 
thus marks, as is suggested in a foreword by George O. May, a significant first 
step in the utilization for research purposes of valuable economic data hereto- 
fore unavailable. 

Professor Paton’s work is executed with great competence, combining skilful 
analysis, discriminating definition and judicious generalization. It thus not 
only realizes its broad purpose of providing significant source material for 
students of the social sciences, but it also has much to offer of high professional 
value to practising accountants. 

The companies were selected on the basis of exclusion of certain major types 
of business. Eighty per cent. of the corporations covered by the study were 
manufacturing or trading companies, eight per cent. were service corporations, 
and the remainder fell under the three general headings of extraction, construc- 
tion and real estate and finance companies. No very large corporations were 
included. Described as a sample of small and medium-sized corporations, the 
average net book value of the assets of the selected companies was nevertheless 
$2,244,000, as contrasted with an average of $643,000 for all corporations (ex- 
cluding public utilities) filing tax returns in 1928. 

The book is full of meat, and no attempt to summarize its findings can do it 
justice. The central fact developed by the study is that over the three-year 
period the average annual rate of earnings on net book value of assets was 8.4 
per cent. (manufacturing companies averaging 9.2 per cent. and trading con- 
cerns 6.3 per cent.). Within the major industrial groups there were wide varia- 
tions in earnings rates, ranging from 2.8 per cent. on net book value of assets 
in lumber manufacturing to 14.9 per cent. in the processing of miscellaneous 
food products, and from 3.9 per cent. in the distribution of fruits, vegetables, 
dairy products, etc., to 8.6 per cent. earned by cotton and wool merchants. 

Highly suggestive are the facts developed relating to earnings averaged for 
companies included within specific size-groups. The highest average earnings 
rate, 11.3 per cent., was attained by the 78 manufacturing companies having 
assets under $200,000. The group of 46 manufacturing companies with assets 
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exceeding $5,000,000 earned an average of 8.6 per cent. and the lowest size- 
group average, 7.3 per cent., for manufacturing was made by the 85 companies 
in the group between $500,000 and $1,500,000. In the trading field the highest 
earnings rate averaged by any size-group was 7.2 per cent. by the 16 companies 
in the top group (over $5,000,000) and also by the 44 companies in the group 
having assets from $500,000 to $1,500,000; the lowest rate, 5.43 per cent., 
was made by the 61 companies in the group between $200,000 and $500,000. 
Differences in earnings rates are also developed on the basis of variations in 
types of capital structure. 

Computing the earnings ratios on the basis of stockholders’ equity, it is shown 
that the average return was 9.2 per cent., reflecting rates of 9.6 per cent. for 
manufacturing and 7.9 per cent. for trading companies. These rates, as Profes- 
sor Paton brings out, lie between the earnings rates of all corporations for the 
same years, derived from treasury figures, of 7.4 per cent. for manufacturing 
and 5.6 per cent. for trading corporations, and the rates for 2,710 medium- 
sized and large corporations, 1927-1928, (Study by R. C. Epstein, Publication 
No. 26, National Bureau of Economic Research, as cited by Professor Paton) 
of 10.2 per cent. for manufacturing and 12.7 per cent. for trading companies. 

The study shows that only 57 per cent. of earnings available for common 
stock were paid out over the period in dividends. Earned surplus accounted 
on the average for over 30 per cent. of total stock equity. The median figure 
of operating ratios (ratio of all expenses except interest and taxes to sales) was 
94 per cent. for manufacturing companies and 97 per cent. for trading com- 
panies. The typical (median) ratio of current assets to current liabilities of 
manufacturing concerns was about 4 to 1 and of trading corporations about 3 
to 1. Inventories constituted 26 per cent. of assets of manufacturing corpora- 
tions and 29 per cent. of trading companies. Statistics of average rates of 
inventory turnover for the period are given for each of 42 industry sub-groups. 
Such ratios and others shown in the book are properly computed, for the broad 
purposes of thisstudy, asover-allaverages. For purposesof management control 
and of credit analysis a scheme of selection of the more successful companies 
included in the sample would be desirable. 

In dealing with a wide variety of suggestive facts developed, Professor Paton 
does not attempt to go very far beyond a critical consideration of their statis- 
tical validity. He leaves it to students in other specialized fields, as must the 
writer of this review, to suggest the bearing of these facts on the theory of the 
capitalistic system and on questions of public policy. He is too conscientious 
a workman in his own field, however, to fail to bring out the reservations 
with which his study, like many other useful researches in economic statistics, 
must be accepted. The study was begun early in 1930, and the years selected 
were at the top of the boom. Its chief limitations, however, arise from the 
small size of the statistical sample (representing only 25/10,000ths of a total 
of 280,000 American corporations) and from defects, which were apparently 
unavoidable, in the sampling methods employed. The sample is unbalanced 
from the fact that companies that have their accounts audited are generally 
more successful than the average. The selection represents varying indetermi- 
nate fractions of the corporate clients of such members of the Institute as 
were able to respond to the questionnaire. However, the members were 
asked and presumably endeavored to make representative selections. In any 
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event, deficiencies in the scope and manner of selection were the price that 
had to be paid for the advantage of securing detailed financial information 
of a character not elsewhere obtainable. 

In denoting total assets less depreciation and other valuation reserves, which 
is used as one of the two alternative bases for computing profit ratios, Professor 
Paton employs the term “‘net assets’’ interchangeably with the more precise 
term ‘‘net book value of assets.’’ Such usage is particularly awkward in this 
study, since the other basis of computation used is ‘stockholders’ equity,” 
with which, in the minds of numerous readers, the expression ‘‘net assets”’ 
will be synonymous. 

Solomon Fabricant of the National Bureau staff, who contributes a summary 
of the results and a final chapter on “further analysis of accounting records” 
gives suggestive indications of the kinds of facts having social-economic im- 
portance that can be adequately developed only by studies of accountants’ 
reports. He thus supplies a convincing reason why public accountants should 
give sympathetic consideration to future requests for codperation by institu- 


tions pursuing research projects in the public interest. 
GEorGE P. AuLp. 


COST ACCOUNTING PRINCIPLES AND PRACTICE, by James L. 
Dour, Howeit A. INGHRAM and ANDREW L, Love. (Second revised 
edition.) The Ronald Press Company, New York, 1935. 621 pages. 

Cost Accounting Principles and Practice is a good book on three counts: its 

style, its arrangement and its contents. The authors have succeeded in a 


manner that is noteworthy in the difficult task of presenting a technical subject 
so that the student reader is not constantly bumping into technicalities to 
hinder and tire him. The technicalities have been submerged. The style is 
remarkably lucid and the explanations given are complete. About the only 
difficulty that could be found with this text would be to misunderstand it. 
There is no trace of dogmatism, both sides of questions and the advantages 
and disadvantages of procedures alike being stated without undue emphasis. 

The arrangement, too, is excellent. The objects and uses of cost accounting, 
that is to say the ends in view, are first explained, so that the student may have 
some understanding at the beginning what the cost accounting procedure he 
is going to learn in all its details later is about. Next come chapters dealing 
with the intermediate range, which comprises the accounts and the ledgers 
through which the figures are obtained for the objects and the uses which have 
been explained. Finally comes a description of the sources of information 
showing how the data arise from initial transactions, This is much better 
than the reverse way, namely starting the student off on a long journey picking 
up all the initial details which he must carry about with him until he can piece 
them into some intelligible pattern. 

The contents are comprehensive. In addition to what might be termed the 
purely accounting phases of cost accounting the text gives a commendably 
thorough discussion of the accessory functions in manufacturing operations 
(regarding cost accounting as the function with which we are now principally 
concerned) of purchasing, the handling of production orders, stock and stores- 
room procedure, shipping, etc. While much of this may seem elementary— 
indeed is elementary—it is also fundamental and necessary to an understanding 
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of the principal subject. Any student who reads through this book without 
skips or slights will have a good fundamental understanding of the general 
operations of a manufacturing enterprise. 

There are, of course, expressions which can be questioned, which will always 
be so until the book which contains all the answers is written. None of these 
seems important enough to pick on as material for a major quarrel. To in- 
stance some, organization expenses appear strange among fixed manufacturing 
expenses (p. 16). It is questionable whether one of the ends achieved by cost 
accounting in the field of management is the prevention of unfair and ruinous 
competition by establishing minimum costs below which sales prices may not 
be quoted (p. 52). Finished stock inventory adjustments are not invariably 
chargeable as a distribution cost, perhaps not even usually so (pp. 11, 131, 228). 
Unabsorbed burden or factory service expense may not be confined to fixed 
expenses (p. 423 et seq.). 

Such questions or matters for questioning will vary with the individual 
person and the circumstances. As indicated, these in no way impair the 
merit of the main accomplishment, a book which should leave the reader 
better able to discuss intelligently possible variations in practice. 

Eric A. CAMMAN. 


BUSINESS LAW, by LeEonarp H. Axe, Harper & Brothers. 664 pages. 
1935. 


Business Law is a textbook for college-grade courses in business law. Its 
author is assistant professor of business law in the University of Kansas and 
he disclaims any attempt to interest business men. He writes solely for the 
classroom. The book is chiefly one of condensed cases, with extremely brief 
statements of fundamental principles. In the hands of a good teacher who 
can amplify these statements and bring into class additional cases illustrating 
some of the infinite variations played by the courts on these fundamental prin- 
ciples, this volume should prove interesting as well as instructive to the stu- 
dents. It certainly is interesting for a lawyer to read the statements of fact 
called practice problems and to try to decide what the court’s decision was in 
each case. The author is wise in his realization that law is not an exact science. 
In more than one instance he makes statements such as “under the rule that is 
probably most widely followed.”’ 

A useful feature of this book is the printing in full of several of the uniform 
statutes which have been adopted by many states. But it would have been 
well to warn the student that he is apt to find section numbers changéd in the 
statute as passed by a legislature. He should not, for instance, cite section 1 
of the uniform negotiable instruments law in support of an answer in a New 
York matter because that section has become number 20 in the New York 
statute. Much space is wasted by printing sections in full in the body of the 
chapters instead of summarizing them briefly and referring to the complete 
printings at the ends of the chapters. For example, on pages 505 and 506, 
sections 31 and 32 of the uniform partnership act are printed in full, although 
they are again printed in full on pages 517 and 518. In a second edition, if 
space were saved in this and other ways and the number of pages slightly 
increased, it should be possible to include important subjects now omitted. 

Haro_p DuDLEY GREELEY. 
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Accounting Questions 


[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by members of the American Institute of Accountants who are 
practising accountants and are published here for general information. The 
executive committee of the American Institute of Accountants, in authorizing 
the publication of this matter, distinctly disclaims any responsibility for the 
views expressed. The answers given by those who reply are purely personal 
opinions. They are not in any sense an expression of the Institute nor of 
any committee of the Institute, but they are of value because they indicate 
the opinions held by competent members of the profession. The fact that 
many differences of opinion are expressed indicates the personal nature of 
the answers. The questions and answers selected for publication are those 
believed to be of general interest —Ep1rTor.] 


ACCOUNTING FOR THE DUES OF A CLUB 


Question: The fiscal year of a club ends March 31st. Bills for dues for the 
ensuing fiscal year, however, are sent out March 15th and a substantial num- 
ber of these bills is paid prior to March 31st. In preparing the annual 
balance-sheet should the amount of dues received in advance be shown 
under current liabilities or deferred income? So far as assets are concerned the 
charge for dues receivable is not made until April 1st, but cash received for dues 
paid in advance is deposited in the regular bank account and is included under 
current assets. Would the treatment on the liability side for the amount re- 
ceived in advance be affected by the fact that a portion of the amount received 
had actually been expended between the date of receipt and March 31st? 


Answer No. 1: Payments made to the club during the period from March 15th 
to March 31st to cover dues for the year beginning April 1st seem to us to be in 
the nature of a liability of the club and not deferred income as of the date of the 
balance-sheet, March 3ist. In the absence of full knowledge of the organiza- 
tion of the club we have assumed that were the club to liquidate on March 31st, 
these advance payments would rank with ordinary creditors. However, since 
the accounts apparently are those of a going institution, these payments will 
not need to be repaid but will be liquidated through services of the club during 
the coming year. In those circumstances we do not believe it would be correct 
to include them with current liabilities. We would suggest a separate caption 
on the balance-sheet describing the liability as “advance payment of dues for 
the ensuing year.’’ The fact that part of the funds already have been expended 
would not influence our opinion. 


Answer No. 2: | like to see accounting statements prepared on a conservative 
basis, but unless there is some real expectation that the club will find it neces- 
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sary to refund the amounts of dues which have been paid in advance it seems 
to me that it would be practising over-conservatism to set up the amount of 
these dues in the annual balance-sheet under ‘current liabilities.” In my 
opinion, it would be better practice to carry the amount as “deferred income.”’ 
I do not think that the treatment on the liability side of the balance-sheet 
should be any different because a portion of the amount received had actually 
been expended between the date of receipt and March 31st. 

Going somewhat beyond the specific question asked by your correspondent, 
I know of one case of a charitable organization which receives contributions to 
be used within a given year—for example, the calendar year 1934. It may 
receive in 1934, in addition, some contributions for account of the calendar year 
1935. In preparing the balance-sheet of this organization as at December 31, 
1934, the amount received in 1934 for account of the work of 1935 is stated 
under a deferred-income classification, and the cash is segregated so that the 
amount which has been received in 1934 for account of the year 1935 is stated 
separately. In case some of the 1935 money has actually been expended in 
1934, the full amount received for account of 1935 is stated in a short column, 
with a deduction under an appropriate heading for the amount of 1935 cash 
which has been expended in 1934. Such procedure has been found to show 
more clearly to those not trained in accounting the fact that cash intended for 
use in 1935 has actually been used in 1934, than it would be shown by compari- 
son of the cash balance with the deferred-income balance. 


SALES OF PIECE GOODS AND TRIMMINGS BY CLOTHING 
MANUFACTURER 


Question: A clothing manufacturer makes a practice of selling some of its 
piece goods and trimmings to other manufacturers in order to make a profit. 
The question is: Should the sales of such piece goods and trimmings be shown 
as sales, with the sales of their finished suits and be shown in the income part 
of the operating statement, should such sales be shown as a deduction for 
merchandise purchases or should the profit on such transactions be shown as 
other income in the operating statement? 


Answer No. 1: If all the sales of miscellaneous piece goods and trimmings are 
sold as accommodation sales at cost and without any profit, such sales may 
properly be considered as a reduction of cost of sales and be shown as a deduc- 
tion from purchases. As these miscellaneous sales appear not to be accommo- 
dation sales, no further consideration need be given to showing them as a 
reduction of purchases. 

If these miscellaneous sales of piece goods and trimmings are sales at a profit 
or at a loss on sale of obsolete stock, they should be shown in a separate section 
of the operating statement, if the cost of such goods is known. Otherwise, the 
operating statement should show— 

Sales of finished suits 

Sales of miscellaneous piece goods 

Sales of miscellaneous trimmings 
against which the total cost of sales should be shown, when it is not possible to 
obtain the cost of each type of sales. 
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The sales of miscellaneous piece goods and trimmings should not be shown 
as other income, because in that case no account would be taken of the cost of 
such sales, which would represent a deduction from income. 


Answer No. 2: The best way to disclose the result of the sales you refer to 
would be to show a separate item in the income account for these sales and to 
deduct from it specifically the cost of the goods sold, thus showing a separate 
income item for the result of this business. This separate item could either be 
added to the net profit on the ordinary sales or could be shown in other income. 


CASH-SURRENDER VALUE OF LIFE-INSURANCE POLICIES 


Question: Several years ago a corporation borrowed $600,000 on first mort- 
gage gold bonds maturing serially over a period of years. 

Under the trust indenture the corporation agreed to insure the lives of its 
president and general manager for $50,000 each. Policies were written so as 
to make the insurance payable to the trustee (trust company). In the event 
of death prior to maturity of the bonds, proceeds from the policies are to be 
applied to the unpaid portion of the bonds. 

The two policies have been in existence about six years and their combined 
cash-surrender value has reached a substantial sum. The corporation pays the 
annual premiums, which are charged to expense. 

Since the trustee, rather than the corporation, is the beneficiary, the question 
arises as to whether or not the cash-surrender value of the policies should be 
recorded as an asset in the accounts of the corporation. It has been argued 
that in view of the fact that the corporation is not the beneficiary the value 
should not be treated as one of its assets. 

At this time there is no provision for the continuation or disposal of the 
policies at the termination of the trust indenture. At that time the policies 
may be discontinued by the corporation or turned over to the insured for con- 
tinuation by them individually. In the latter case no consideration may be 
given to the corporation for the accrued cash-surrender value because of val- 
uable services rendered the corporation by the insured. Would this be in 
order or subject to criticism? Would it require a directors’ resolution or a vote 
by stockholders? 


Answer No. 1: The cash-surrender value of the policies constitutes an asset 
of the corporation, regardless of the fact that the insurance is payable to the 
trustee under the mortgage bonds, as any proceeds from the policies are to be 
applied to the unpaid portion of the bonds. The balance-sheet of the corpora- 
tion, therefore, should reflect this asset. 

One method of accomplishing this would be by means of a footnote on the 
balance-sheet, stating the amount of the cash-surrender value at the balance- 
sheet date and indicating the agreement governing the disposal of the proceeds 
of the policies. A preferable method would be to record the cash-surrender 
value of the policies among the assets on the balance-sheet. 

Since the ultimate disposal of the policies has not yet been decided, a reserve 
may be set up on the balance-sheet, offsetting the amount of the cash-surrender 
value of the policies, until final disposition is decided, 
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When the bonds are fully paid, the corporation might decide to cancel the 
policies, receiving the then cash-surrender value in cash. In that event, the 
reserve could be transferred to surplus. On the other hand, if at that time the 
corporation decided to turn over these policies to the insured because of val- 
uable services rendered, both the cash-surrender value and the reserve account 
could be cancelled. The charge to operations because of such services would 
already have been accomplished during the years and would be represented by 
the excess of the annual premiums over the cash-surrender value. 

The stockholders are entitled to know that an asset in the form of cash value 
on the insurance policies is accruing to the benefit of the corporation. If the 
corporation should turn the policies over to the officers without compensation, 
the stockholders should be made aware of the fact that an asset has dropped 
out of the corporation’s balance-sheet. The method above suggested brings 
both of these facts to light. 


Answer No. 2: Since the proceeds from the policies are to be applied to the 
unpaid portion of the bonds, undoubtedly the corporation benefits pecuniarily 
in the event of the death of one of the officers, and we see no reason whatever 
why the surrender value should not be placed upon the books of the corporation. 

On the termination of the trust indenture the corporation is in a position to 
receive in cash the surrender value or at its option continue the policies on the 
lives of the officers insured. If they were turned over to the insured for contin- 
uation by them for their personal accounts, without requiring full surrender 
value to be paid, it would in our opinion be distinctly subject to criticism. 
Whether the authority to do so requires a directors’ resolution or a vote by 
stockholders would depend on the laws of the state and bylaws of the company. 
Stockholders’ authority would certainly be preferable if the president and 
general manager were on the board, or if the board had not full power to vote 
on remuneration or gratuities. 
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